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CGui dance Regarding the Treatnment of Certain Contingent Paynent
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Currency

AGENCY: Internal Revenue Service (IRS), Treasury.

ACTI ON: Notice of proposed rul emaking; notice of public

heari ng; and wi thdrawal of previous proposed regul ations
section.

SUMMARY: This docunent contains proposed regul ati ons
regarding the treatnment of contingent payment debt instrunents
for which one or nore paynents are denom nated in, or

determ ned by reference to, a currency other than the

t axpayer’s functional currency. These regul ations are
necessary because current regul ati ons do not provide gui dance
concerning the tax treatnent of such instrunents. The proposed
regul ati ons generally provide that taxpayers should apply the
exi sting rules under section 1275 of the Internal Revenue
Code, with certain nodifications, to nonfunctional currency

contingent paynment debt instrunents. This docunent al so

wi t hdraws existing proposed regul ati ons and provi des notice of



a public hearing on these proposed regul ations.

DATES: Witten or electronic comments and requests to speak
(with outlines of oral coments to be discussed) at the public
heari ng schedul ed for Decenmber 3, 2003, at 10 a.m nust be
subm tted by Novenber 12, 2003.

ADDRESSES: Send subni ssions to: CC. PA: RU (REG 106486-98),
room 5203, Internal Revenue Service, POB 7604, Ben Franklin
St ation, Washi ngton, DC 20044. Submn ssions may be hand
delivered between the hours of 8 a.m and 4 p.m to: REG
106486-98, Courier’s Desk, Internal Revenue Service, 1111
Constitution Avenue, NW, Washington, DC. or sent
electronically, via the IRS Internet site at:

www. i rs.gov/regs. The public hearing will be held in room
6718, Internal Revenue Building, 1111 Constitution Avenue,

NW , Washi ngton, DC.

FOR FURTHER | NFORMATI ON CONTACT: Concerning the proposed
regul ations, MIlton Cahn at (202) 622-3870; concerning

subm ssion and delivery of comments and the public hearing,
Treena Garrett, (202) 622-7180 (not toll-free nunbers).
SUPPLEMENTARY | NFORMATI ON:

PAPERWORK REDUCTI ON ACT

The collections of information contained in this notice



of proposed rul emaki ng have been submtted to the O fice of
Managenent and Budget for review in accordance with the
Paperwor k Reduction Act of 1995 (44 U. S.C. 3507(d)). Comments
on the collections of information should be sent to the Ofice
of Managenment and Budget, Attn: Desk O ficer for the
Departnment of the Treasury, Ofice of Information and
Regul atory Affairs, Washington, DC 20503, with copies to the
| nternal Revenue Service, Attn: IRS Reports Clearance Oficer,
W CAR: MP: T: T: SP Washi ngton, DC 20224. Comrents on the
collection of Information should be received by October 28,
2003. Comments are specifically requested concerning:

Whet her the proposed collections of information is
necessary for the proper performance of the functions of the
| nternal Revenue Service, including whether the information
w || have practical utility;

The accuracy of the estimated burden associated with the
proposed coll ection of information (see bel ow);

How the quality, utility, and clarity of the information
to be collected may be enhanced;

How t he burden of conplying with the proposed coll ections
of information may be m nim zed, including through the
application of automated collection techniques or other forns

of information technol ogy; and



Esti mates of capital or start-up costs and costs of
operation, maintenance, and purchase of service to provide
i nformation.

The collections of information in this proposed
regul ation are in 81.988-6(a)(1l) (cross reference to 81.1275-
4) and 81.988-6(d)(3). This information is required to ensure
consistency in the treatnent of the debt instrunent between
the issuer and the holders. This information will be used for
audit and exam nation purposes. The disclosure of information
is mandatory as regards the issuers of nonfunctional currency
contingent paynent debt instrunents. The reporting of
information is mandatory as regards hol ders of debt
i nstrunents which determ ne their own projected paynent
schedul e. The recordkeeping requirenent is mandatory for any
party that determ nes the conparable yield and projected
payment schedul e for a debt instrument. The likely respondents
are business or other for-profit institutions.

Taxpayers provide the informati on on a saement attached to

itstimely filed federd income tax return for the taxable year that includes

the acquisition date of the debt instrument.
Esti mated total annual reporting, and/or recordkeeping
burden: 100 hours.

Esti mat ed average annual burden hours per respondent



and/ or recordkeeper: 1 hour.

Esti mat ed nunmber of respondents and/or recordkeepers: 100

Esti mat ed annual frequency of responses: on occasi on.

An agency may not conduct or sponsor, and a person is not
required to respond to, a collection of information unless it
di splays a valid control nunmber assigned by the Ofice of
Managenent and Budget.

Books or records relating to a collection of informtion
must be retained as long as their contents may becone
material in the adm nistration of any internal revenue | aw
CGenerally, tax returns and tax return information are
confidential, as required by 26 U S.C. 6103.

Backgr ound

On March 17, 1992, Treasury and the IRS issued proposed
regul ati ons (I NTL-0015-91), 881.988-1(a)(3), (4) and (5),
regardi ng contingent paynent debt instrunents, dual currency
debt instruments and nulti-currency debt instrunments. The
proposed regul ati ons foll owed the general approach in the
t hen- proposed 81.1275-4(g) conti ngent paynent debt regul ations
(LR-189-84; 51 FR 12022 (1986), anended at 56 FR 8308 (1991))
and bifurcated such debt instrunments into contingent and
nonconti ngent conponents. After an instrument was bifurcated,

t he proposed regul ations applied the rules in 881.988-1



t hrough 1.988-5, as appropriate, to the resulting conponents.

On Decenber 16, 1994, Treasury and the IRS wi thdrew the
t hen proposed 81.1275-4(g) regulations and proposed a new set
of 81.1275-4 regulations (FI-59-91, 59 FR-64884). These
regul ati ons were finalized on June 14, 1996.

Section 1.1275-4 of the final regul ati ons adopted the
"nonconti ngent bond nethod" for certain contingent paynment
debt instruments. Under the noncontingent bond nethod,

i nterest accrues on a contingent payment debt instrunment at a
rate equal to the instrunent’s conparable yield, which is the
yield at which an issuer would issue a fixed rate debt
instrument with ternms and conditions simlar to those of the
contingent paynent debt instrunent. In addition, the

nonconti ngent bond nmethod treats all interest on a debt
instrunent as original issue discount, which nust be taken
into account as it accrues, regardless of the taxpayer's

nor mal nmethod of accounti ng.

Under the noncontingent bond nethod, the conparable yield
is used to construct a projected paynment schedule for the debt
instrunent, which includes a projected anount for each
contingent paynent. |f the actual anpunt of a contingent
payment is greater than the projected anmount, the difference

is treated as additional interest. |If the actual ambunt of a



contingent paynent is |less than the projected anmount, the
difference generally offsets current interest accruals. In
sone cases, the difference may result in a loss to the hol der
and incone to the issuer.

On August 2, 1999, as a result of the withdrawal of the
1994 proposed 81.1275-4(g) regulations and the pronmul gati on of
the final 81.1275-4 regulations, the IRS i ssued Announcenent
99-76 (1999-2 C.B. 223) which provided a description of a
regul at ory approach that Treasury and the I RS were considering
as a replacenment to the proposed regulations in 881.988-
1(a)(3), (4) and (5) for contingent paynent debt instrunents
with one or nore paynents denom nated in, or determ ned by
reference to, a nonfunctional currency. Announcement 99-76
stated that Treasury and the I RS were considering issuing
regul ati ons that would apply the nonconti ngent bond nmethod in
t he taxpayer’s nonfunctional currency and would transl ate
payments received on the instrument into functional currency
under the rules of 881.988-1 through 1.988-5. Announcenent 99-
76 requested coments on this approach. No conments were
received.

Treasury and the I RS believe that proposed regul ations
8§1.988-1(a)(3), (4) and (5) should be w thdrawn because they

i ncorporate the bifurcation approach rather than the



nonconti ngent bond method ultimtely adopted under 81.1275-4.
Treasury and the IRS believe, as reflected in Announcenent 99-
76, that nonfunctional currency contingent paynent debt
instruments should be accounted for under rules simlar to

t hose that govern the treatnment of functional currency
contingent paynent debt instrunents. Treasury and the IRS
bel i eve that providing a consistent set of rules in this area
is in the best interests of sound tax adm nistration.

Expl anation of Provisions

| n Gener al

These proposed regul ati ons provi de gui dance for four
different types of debt instruments: (1) debt instrunments
i ssued for noney or publicly-traded property for which al
payments of principal and interest are denom nated in, or
determ ned by reference to, a single nonfunctional currency
and whi ch have one or nore non-currency contingencies, (2)
debt instruments issued for noney or publicly-traded property
for which paynents of principal or interest are denom nated
in, or determ ned by reference to, nore than one currency and
whi ch have no non-currency contingencies, (3) debt instrunents
i ssued for noney or publicly-traded property for which
paynments of principal or interest are denom nated in, or

determ ned by reference to, nore than one currency and which



al so have one or nobre non-currency contingencies, and (4) debt
instruments which otherwi se would fall into one of the three
foregoing categories but for the fact that the instrunents are
not issued for noney or publicly-traded property. These
proposed regul ati ons do not discuss the treatnent of tax-
exenpt obligations described in 81.1275-4(d) which are

denom nated in one or nore nonfunctional currencies. Comrents
are requested as to the proper treatnment of such instrunments.

Consi stent with the approach described in Announcenent
99-76, these proposed regul ations generally apply the rules
of 81.1275-4(b) (i.e., the noncontingent bond method) to
nonfunctional currency contingent paynment debt instrunents
i ssued for noney or publicly traded property. The proposed
regul ati ons generally provide that the noncontingent bond
nmet hod is applied in the currency in which the instrunment is
denom nated (the denom nation currency).

Application of the 81.1275-4(b) rules to nonfunctional
currency contingent instrunments generally requires taxpayers
(i) to accrue interest in the denom nation currency at a yield
at which the issuer would issue a fixed rate debt instrunent
denom nated in the denom nation currency with ternms and
conditions simlar to those of the contingent paynent debt

instrunent, (ii) to translate the interest accrued fromthe



denom nation currency into the functional currency (and
account for foreign currency gain or |oss on paynents of
interest and principal) under the principles of 8§1.988-2(b),
and (iii) to account for gain or loss arising from
contingencies in a manner consistent with the rul es of
§1.1275-4(b).

Appl vi ng t he Noncontingent Bond Method in the Denom nati on
Currency

As noted, the proposed regul ations require taxpayers to
apply the noncontingent bond nethod in the instrunent’s
denom nation currency. For exanple, in the case of an
i nstrunent whose denom nation currency is the British pound,
an i ssuer whose functional currency is the U S. dollar would
first determ ne the conparable yield of the instrunment, that
is, the yield at which the issuer would issue a fixed rate
instrunment in British pounds with ternms and conditions simlar
to those of the instrunment actually being issued. Second, the
i ssuer would construct a projected paynment schedul e appl yi ng
that yield. Third, the anmobunt of interest accrued in each
t axabl e year would be determned in British pounds based on
t he conparable yield and translated into dollars under the
princi ples of section 988. Fourth, the issuer and hol der would
account for differences between the projected anount of
paynents and the actual anount of paynents (so-called positive

10



adj ust nrents and negative adjustnments) under rules simlar to
those in 81.1275-4(b). Consistent with the rules of 81.1275-
4(b), the proposed regul ati ons provide that net positive
adjustnments are treated as additional interest on the
instrunent. Net negative adjustments generally offset current
interest accruals, and in sone cases may result in a loss to
t he holder and incone to the issuer. Finally, the issuer and
hol ders woul d determ ne foreign currency gain or loss with
respect to interest and principal paynments on the instrunent.

Det ermi nation of the conparable vield and projected paynent
schedul e

Consi stent with 81.1275-4(b)(4)(iv), the holder uses the
yield and projected paynment schedul e determ ned by the issuer
to determ ne the holder’s interest accruals and adj ustnents
for a debt instrument. If the issuer does not determ ne a
conparabl e yield and projected paynent schedule for the debt
instrunent, or if the issuer’s conparable yield or projected
paynent schedul e is unreasonable, the hol der of the debt
i nstrunent nust determ ne the conparable yield and the
proj ected paynent schedule for the debt instrument under the
rul es of the proposed regul ations. A holder that determ nes
its own conparable yield and projected paynent schedul e nust
explicitly disclose, in the manner set forth in 81.1275-

4(b) (4)(iv), both this fact and the reason why the hol der made

11



its own determ nation.

Det er mi nati on _of Basis

I n general, the proposed regul ations provide that a
hol der maintains its adjusted basis in functional currency by
conputing basis adjustnments in the denom nation currency under
the rules of 81.1275-4(b)(7)(iii) and then translating such
adj ustnments into functional currency. Thus, the proposed
regul ati ons provide that a holder's basis is increased by the
hol der's accrued but unpaid interest inclusions on the debt
instrunent, generally without regard to any positive or
negative adjustments, and decreased by the anpunt of any
nonconti ngent paynent and the projected amunt of any
contingent paynent previously nmade on the debt instrument to
t he hol der. These anmpunts are translated into functional
currency under the principles of 8§1.988-2(b).

Det er mi nati on of Ampunt Reali zed

The proposed regul ati ons generally follow 81.1275-
4(b)(7)(iv) in determ ning the amunt realized, but do so in
t he denonm nation currency. Thus, for purposes of determ ning
the amount realized by a holder on the scheduled retirenment of
a debt instrunent, the holder generally is treated as
receiving the projected amunt of any contingent paynent due

at maturity. In the case of a sale, exchange or unschedul ed

12



retirenent of a debt instrument, general recognition
principles of tax |aw generally apply (e.g., section 1001(b)).
However, the amount realized by a holder on either the
schedul ed retirenment, or the sale, exchange, or unschedul ed
retirenent of a debt instrument, is reduced by any negative
adj ustment carryforward existing in the taxable year of the
sal e, exchange or retirenent.

To cal culate gain or | oss other than foreign currency
gain or |oss, the proposed regulations require the translation
of the anount realized into functional currency. Foreign
currency gain or loss is conmputed separately, as described
bel ow. The proposed regul ati ons generally translate the anount
realized by reference to the rates used to translate the
conponents of interest and principal that make up adjusted
basis. The anount realized is translated using the adjusted
basis rates in order to separate fromthe foreign currency
gain or |oss the anount of gain or |oss on the sale, exchange
or retirenment of the debt instrument which does not result
from changes in foreign exchange rates. Thus, where the anpunt
realized in the denom nation currency equals the adjusted
basis of the instrunment in the denom nation currency prior to
translation, the amount realized is translated in its entirety

by reference to the rates used to translate adjusted basis.

13



VWhere the amount realized differs fromthe adjusted basis
prior to translation, additional attribution and translation
rul es are required.

Where the amount realized in the denom nation currency is
| ess than the adjusted basis in the denom nation currency,
that is, where the holder realizes a loss (not taking into
account foreign currency gain or loss), the follow ng rules
apply as to which parts of adjusted basis are not recovered.
In the case of a scheduled retirenent at maturity, the loss is
attributable to principal (the amount in denom nation currency
whi ch the holder paid to purchase the debt instrunent). The
loss is attributable to principal because the holder will not
entirely recover the holder’s original investnent in the debt
instrunent. In the case of a sale or exchange, the loss is
first attributable to accrued interest. Attributing the |oss
first to interest results in symetrical treatnment between a
| oss resulting froma negative adjustnment and a | oss resulting
froma sale.

When the holder’s amount realized in the denom nation
currency exceeds the amount of its basis in the denom nation
currency prior to translation, that is, where the hol der
realizes a gain (not taking into account foreign currency gain

or loss), the excess of anount realized over adjusted basis is

14



translated at the spot rate on the date of receipt. This rule
ensures symetrical treatnent between a positive adjustnent
and a gain on the instrunent.

Deternm nation of Foreign Currency Gain or Loss

The proposed regul ations provide that foreign currency
gain or loss is determned on an instrument with respect to
principal and interest based on the conparable yield and
proj ected paynent schedul e under the principles of 81.988-
2(b). In general, no foreign currency gain or loss is
recogni zed until paynment is made or received pursuant to the
instrunent, and no foreign currency gain or loss is conputed
with respect to positive or negative adjustnents. However,
foreign currency gain or loss is determned with respect to
positive adjustnments described in 81.1275-4(b)(9) (i)
(relating to certain fixed but deferred contingent paynents),
based upon the difference between the spot rate on the date
the positive adjustnent beconmes fixed and the spot rate on the
date the positive adjustnent is paid or received.

Sour ce Rul es

Consistent with the rules of 81.1275-4(b)(6)(ii), the
proposed regul ati ons provide that all gain (other than foreign
currency gain) on an instrument is characterized as interest

for all tax purposes, including source and character rules.
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Losses of a holder froma contingent payment debt instrunment
are generally sourced by reference to the rules of 81.1275-
4(b) (9) (iv). Under 81.1275-4(b)(9)(iv), a holder's deductions
or loss related to a contingent paynent debt instrunent that
are treated as ordinary | osses are treated as deductions that
are definitely related to the class of gross incone to which

i ncome from such debt instrunent bel ongs. Deductions or | osses
that the holder treats as capital |osses are all ocated,
consistently with the general principles of 81.865-1(b)(2), to
the class of gross income with respect to which interest
income fromthe instrument would give rise.

Treat nent of Subsequent Hol ders

The proposed regul ations provide that the rul es of
81.1275-4(b)(9) generally apply to subsequent hol ders of an
i nstrunent who purchase the instrunent for an anmount greater
or less than the instrunment’s adjusted issue price (determ ned
in the denoni nation currency). Accordingly, to the extent that
the purchase price for an instrunment exceeds the adjusted
issue price of the instrument, the holder is required to
all ocate such excess to interest accrued on the instrunment or
to projected payments on the instrunment in a reasonable
manner. Each such allocation is treated as a negative

adj ustment on the instrunent, and the holder’s basis on the

16



instrunent is decreased as these negative adjustnments are
taken into account.

To the extent that the adjusted issue price of the
instrunent exceeds its purchase price, the holder is required
to allocate such excess to interest accrued on the instrunment
or to projected paynents on the instrunent in a reasonable
manner. As the difference is taken into account, the holder is
treated as receiving a positive adjustnment on the instrunent,
and the holder’s basis is increased as these positive
adj ustnments are taken into account.

The proposed regul ations generally translate the
di fference between the purchase price and adjusted issue price
into functional currency at the rate used to translate the
interest or projected paynent subject to the adjustnment. Thus,
for exanple, a positive adjustnent attributable to interest is
translated at the sane rate used to translate interest in the
period in which it accrues (e.g., the average rate for the
accrual period). The basis adjustnent corresponding to such a
positive or negative adjustnment is translated at the sane rate
applicable to the positive or negative adjustnent itself.
Netting

The proposed regul ati ons do not provide for the netting

of market gain or loss with currency gain or |oss on

17



nonfunctional currency contingent payment debt instruments. On
t he one hand, different character and source rules generally
apply to market gain or |oss and currency gain or |oss, and
netting such items may produce results inconsistent with the
tax treatnent of other types of instrunments. On the other

hand, where nmarket gain or loss and currency gain or |oss
counteract each other with respect to a taxpayer, requiring
separate recognition of such gain and | oss may not accurately
reflect the econom c benefits and burdens associated with the
instrunent. Accordingly, Treasury and the I RS request comments
regardi ng the extent to which netting should be permtted or

required. Exanmples 2 and 4 of the proposed regul ations

denonstrate cases in which netting potentially could be
permtted or required because both illustrate instances in
whi ch market |1 oss could be netted agai nst currency gain.

Debt I nstrunents Denomi nated in Multiple Currencies

In the case of an instrument for which paynents are
denom nated in, or determ ned by reference to, nore than one
currency, the proposed regul ations provide that the issuer
must first determ ne the instrunment’s predom nant currency,
which will be used as the instrunent’s denoni nation currency
for purposes of applying the rules of the proposed

regul ati ons. The predoni nant currency of the instrunment is
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determ ned on the issue date by conparing the present value in
functional currency of the noncontingent and projected
payments denom nated in, or determ ned by reference to, each
currency. For this purpose, the applicable discount rate nust
be a nonfunctional currency discount rate, but the rate nay be
determ ned using any nethod, consistently applied, that
reasonably reflects the instrunment's econom c substance. If a
t axpayer does not determ ne a discount rate using such a
nmet hod, the Comm ssioner may choose a nethod for determ ning
the discount rate that does reflect the instrunent's econonic
subst ance.

After the denom nation currency has been determ ned, all
payments on the instrunent that are denom nated in, or
determ ned by reference to, a currency other than the
denom nation currency are treated as non-currency rel ated
contingent paynments for purposes of applying the rules of the
proposed regul ati ons. Treasury and the I RS request coments
regardi ng whether all gain or loss with respect to a debt
i nstrunent for which paynents are denom nated in, or
determ ned by reference to, nore than one currency and which
has no non-currency contingencies should be treated as foreign
currency gain or |oss.

Debt I nstrunments |Issued for Non-publicly Traded Property

19



In the case of a nonfunctional currency contingent debt
instrunent issued for non-publicly traded property, the
instrunent is not accounted for using the noncontingent bond
met hod. Rat her, the debt instrunment is separated into its
conponents based on the currency in which the paynents are
denom nat ed and whet her the paynments are contingent or
nonconti ngent. The nonconti ngent conponents in each currency
are treated as a separate debt instrunment denom nated in the
currency in which the paynent (or paynments) is denoni nated. A
conponent consisting of a contingent payment is generally
treated in the manner provided in 81.1275-4(c)(4). For
pur poses of the contingent paynent, the test rate (the
interest rate which is used to discount the contingent payment
so as to determ ne the anount of the paynment which is treated
as principal, and the ampbunt which is treated as interest)is
determ ned by reference to the dollar unless the doll ar does
not reasonably reflect the econom c substance of the
conti ngent conponent.

Proposed Effective Dates

Section 1.988-6 is proposed to apply to nonfunctional
currency contingent paynent debt instruments issued 60 days or
nore after the date 81.988-6 is published as a fina

regulation in the Federal Register.
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Speci al Anal ysi s

It has been determ ned that this notice of proposed
rul emaking is not a significant regulatory action as defined
in Executive Order 12866. Therefore, a regul atory assessnent
i's not required.

It is hereby certified that these regulations wll not
have a significant econom c inpact on a substantial number of
smal | entities. This certification is based upon the fact that
few, if any, small entities issue or hold foreign currency
denom nat ed contingent paynment debt instrunments. CGenerally, it
is expected that the only donestic holders of these
instruments will |likely be financial institutions, investnent
banking firnms, investnment funds, and other sophisticated
investors, due to the foreign currency risk and ot her
contingencies inherent in these instrunments. Therefore, a
Regul atory Flexibility Analysis under the Regul atory
Flexibility Act (5 U S.C. chapter 6) is not required.

Pursuant to section 7805(f) of the Internal Revenue Code,
this notice of proposed rulemaking will be submitted to the
Chi ef Counsel for Advocacy of the Small Business
Adm ni stration for conment on its inmpact on small business.
Comments and Public Hearing

Before these proposed regul ations are adopted as fi nal
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regul ati ons, consideration will be given to any witten
comments (preferably a signed original and eight (8) copies)
that are submitted tinely to the IRS. The IRS and Treasury
Departnent request comments on the clarity of the proposed
regul ati ons and how they can be nmade easier to understand. Al
coments will be available for public inspection and copying.
A public hearing has been schedul ed for Decenber 3, 2003,
at 10 a.m in room 6718 Internal Revenue Building, 1111
Constitution Avenue, NW, Washington, DC. Due to building
security procedures, visitors nust enter at the Constitution
Avenue entrance. In addition, all visitors must present photo
identification to enter the building. Because of access
restrictions, visitors will not be admtted beyond the
i mredi ate entrance area nore than 30 m nutes before the
hearing starts. For information about having your nanme placed
on the building access list to attend the hearing, see the
“FOR FURTHER | NFORMATI ON CONTACT” section of this preanble.
The rules of 26 CFR 601.601(a)(3) apply to the hearing.
Persons who wi sh to present oral coments at the hearing nust
submt electronic or witten coments and an outline of the
topics to be discussed and the tine to be devoted to each
topic (signed original and eight (8) copies) by Novenber 12,

2003. A period of 10 minutes will be allotted to each person
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for maki ng comments. An agenda showi ng the scheduling of the
speakers will be prepared after the deadline for receiving
outlines has passed. Copies of the agenda will be avail abl e
free of charge at the hearing.
Drafting Information
The princi pal author of these regulations is MIton Cahn

of the Office of the Associate Chief Counsel (International).
However, other personnel fromthe I RS and Treasury Depart nment
participated in their devel opnent.
List of Subjects in 26 CFR Part 1

| ncone taxes, Reporting and recordkeepi ng requirenents.

Section 1.988-1(a)(3), (4) and (5) as proposed on March 17,
1992 at 57 FR 9218 incone tax regul ations are w thdrawn, and
26 CFR part 1 is proposed to be anmended as foll ows:

Part 1--1NCOME TAXES

Paragraph 1. The authority citation for part 1 continues
to read in part as follows:

Aut hority: 26 U S.C. 7805 * * =

Par. 2. Section 1.988-2 is anmended by:

1. Adding the text of paragraph (b)(2)(i)(B)(1).

2. Renpving the | ast sentence of paragraph
(b)(2) (i) (B)(2).

The addition reads as foll ows:
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81.988-2 Recognition and conputation of exchange gain or

(b) * * %
(2) * * %
(I) * * %

(B) * * * (1) Operative rules. See 81.988-6 for rules

applicable to contingent debt instruments for which one or
nore paynments are denonminated in, or determ ned by reference
to, a nonfunctional currency.
ok ok % %

Par. 3. Section 1.988-6 is added to read as follows:

81.988-6 Nonf uncti onal currency contingent paynent debt

instrunments.

(a) Ln _general--(1) Scope. This section determ nes the

accrual of interest and the amount, tim ng, source, and

character of any gain or |oss on nonfunctional currency

contingent paynent debt instrunents described in this

paragraph (a)(1). Except as set forth by the rule in this

section, the rules in 81.1275-4 (relating to conti ngent

payment debt instrunents) apply to the follow ng instrunments--
(i) A debt instrunent described in 81.1275-4(b)(1) for

whi ch all paynments of principal and interest are denon nated
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in, or determ ned by reference to, a single nonfunctional
currency and whi ch has one or nore non-currency rel ated
conti ngenci es;

(i1) A debt instrunment described in 81.1275-4(b)(1) for
whi ch paynents of principal or interest are denom nated in, or
determ ned by reference to, nore than one currency and which
has no non-currency rel ated conti ngenci es;

(iti) A debt instrunent described in 81.1275-4(b)(1) for
whi ch paynents of principal or interest are denom nated in, or
determ ned by reference to, nore than one currency and which
has one or nore non-currency related contingencies; and

(iv) A debt instrunent otherw se described in paragraph
(a)(1)(i), (ii) or (iii) of this section, except that the debt
instrunent is described in 81.1275-4(c)(1) rather than
81.1275-4(b)(1) (e.g., the instrunent is issued for non-
publicly traded property).

(2) Exception for hyperinflationary currencies--(i) Ln

general . Except as provided in paragraph (a)(2)(ii) of this
section, this section shall not apply to an instrunent
descri bed in paragraph (a)(1l) of this section if any paynent
made under such instrunent is determ ned by reference to a
hyperinfl ationary currency, as defined in 81.985-

1(b)(2)(ii)(D). In such case, the amount, tim ng, source and
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character of interest, principal, foreign currency gain or

| oss, and gain or loss relating to a non-currency conti ngency
shal |l be determ ned under the nethod that reflects the
instrument’s econom c substance.

(i1) Discretion as to nethod. If a taxpayer does not

account for an instrunment described in paragraph (a)(2)(i) of
this section in a manner that reflects the instrunent’s
econom ¢ substance, the Comm ssioner may apply the rul es of
this section to such an instrunent or apply the principles of
81.988-2(Db)(15), reasonably taking into account the conti ngent
feature or features of the instrunent.

(b) Instruments described in paragraph (a)(1)(i) of this

section--(1) In general. Paragraph (b)(2) of this section

provi des rules for applying the noncontingent bond nethod (as
set forth in 81.1275-4(b)) in the nonfunctional currency in
whi ch a debt instrunment described in paragraph (a)(1)(i) of
this section is denom nated, or by reference to which its
payments are determ ned (the denom nation currency). Paragraph
(b)(3) of this section describes how anpbunts determ ned in
paragraph (b)(2) of this section shall be translated fromthe
denom nation currency of the instrunent into the taxpayer’s
functional currency. Paragraph (b)(4) of this section

descri bes how gain or loss (other than foreign currency gain
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or loss) shall be determ ned and characterized with respect to
the instrument. Paragraph (b)(5) of this section describes how
foreign currency gain or |oss shall be determ ned with respect
to accrued interest and principal on the instrument. Paragraph
(b)(6) of this section provides rules for determ ning the
source and character of any gain or loss with respect to the

i nstrunent. Paragraph (b)(7) of this section provides rules
for subsequent hol ders of an instrunment who purchase the
instrunent for an anount other than the adjusted issue price
of the instrunent. Paragraph (c) of this section provides
exanpl es of the application of paragraph (b) of this section.
See paragraph (d) of this section for the determ nation of the
denom nation currency of an instrunment described in paragraph
(a)(1)(it) or (iii) of this section. See paragraph (e) of this
section for the treatnment of an instrument described in
paragraph (a)(1)(iv) of this section.

(2) Application of noncontingent bond nethod--(i) Accrued

interest. Interest accruals on an instrunment described in
paragraph (a)(1)(i) of this section are initially deterni ned
in the denom nation currency of the instrunent by applying the
nonconti ngent bond net hod, set forth in 81.1275-4(b), to the
instrunment in its denom nation currency. Accordingly, the

conparabl e yield, projected paynment schedul e, and conparabl e
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fixed rate debt instrunent, described in 81.1275-4(b)(4), are
determ ned in the denom nation currency. For purposes of

appl ying the nonconti ngent bond method to instrunents
described in this paragraph, the applicable Federal rate
described in 81.1275-4(b)(4)(i) shall be the rate described in
81.1274-4(d) with respect to the denom nation currency.

(ii) Net positive and negative adjustnments. Positive and

negati ve adjustnents, and net positive and net negative

adj ustnments, with respect to an instrunment described in
paragraph (a)(1)(i) of this section are determ ned by applying
the rules of 81.1275-4(b)(6) (and 81.1275-4(b)(9)(i) and (ii),
if applicable) in the denom nation currency. Accordingly, a
net positive adjustnent is treated as additional interest (in
t he denom nation currency) on the instrument. A net negative
adjustnment first reduces interest that otherw se would be
accrued by the taxpayer during the current tax year in the
denom nation currency. If a net negative adjustnent exceeds
the interest that woul d otherwi se be accrued by the taxpayer
during the current tax year in the denom nation currency, the
excess is treated as ordinary loss (if the taxpayer is a

hol der of the instrunent) or ordinary incone (if the taxpayer
is the issuer of the instrunment). The anount treated as

ordinary loss by a holder with respect to a net negative
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adjustnment is |limted, however, to the anmount by which the

hol der’s total interest inclusions on the debt instrunent
(determ ned in the denom nation currency) exceed the total
amount of the holder’s net negative adjustnents treated as
ordinary loss on the debt instrument in prior taxable years
(determ ned in the denom nation currency). Simlarly, the
anmpunt treated as ordinary incone by an issuer with respect to
a net negative adjustnent is |[imted to the anount by which
the issuer’s total interest deductions on the debt instrunment
(determ ned in the denom nation currency) exceed the total
amount of the issuer’s net negative adjustnents treated as
ordi nary incone on the debt instrument in prior taxable years
(determ ned in the denom nation currency). To the extent a net
negati ve adjustnment exceeds the current year’s interest

accrual and the ampbunt treated as ordinary loss to a hol der
(or ordinary incone to the issuer), the excess is treated as a
negati ve adjustment carryforward, within the neaning of

81.1275-4(b)(6)(ii1)(C), in the denom nation currency.

(iii) Adjusted issue price. The adjusted issue price of an
i nstrunent described in paragraph (a)(1)(i) of this section is
determ ned by applying the rules of 81.1275-4(b)(7) in the
denom nation currency. Accordingly, the adjusted issue price

is equal to the debt instrument’s issue price in the
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denom nation currency, increased by the interest previously
accrued on the debt instrunment (determ ned wi thout regard to
any net positive or net negative adjustnents on the
instrunent) and decreased by the anount of any nonconti ngent
payment and the projected anmobunt of any contingent paynent
previously made on the instrument. Al adjustnments to the
adj usted issue price are calculated in the denom nation
currency.

(iv) Adjusted basis. The adjusted basis of an instrunent

described in paragraph (a)(1)(i) of this section is determ ned
by applying the rules of 81.1275-4(b)(7) in the taxpayer’s
functional currency. In accordance with those rules, a

hol der’s basis in the debt instrunment is increased by the
interest previously accrued on the debt instrunment (translated
into functional currency), wthout regard to any net positive
or net negative adjustnments on the instrunent (except as
provided in paragraph (b)(7) or (8) of this section, if
appl i cabl e), and decreased by the anount of any nonconti ngent
paynment and the projected anount of any contingent paynent
previously made on the instrunent to the holder (translated
into functional currency). See paragraph (b)(3)(iii) of this
section for translation rules.

(v) Anpunt realized. The amount realized by a hol der and
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the repurchase price paid by the issuer on the schedul ed or
unschedul ed retirenment of a debt instrunment described in
paragraph (a)(1)(i) of this section are determ ned by applying
the rules of 81.1275-4(b)(7) in the denom nation currency. For
exanple, with regard to a scheduled retirenent at maturity,
the holder is treated as receiving the projected amunt of any
contingent paynent due at maturity, reduced by the anount of
any negative adjustnent carryforward. For purposes of
translating the amount realized by the holder into functional
currency, the rules of paragraph (b)(3)(iv) of this section
shal | apply.

(3) Treatnent and translation of anounts determ ned under

nonconti ngent bond nmethod--(i) Accrued interest. The anount of

accrued interest, determ ned under paragraph (b)(2)(i) of this
section, is translated into the taxpayer’s functional currency
at the average exchange rate, as described in §1.988-
2(b)(2)(iii)(A), or, at the taxpayer's election, at the
appropriate spot rate, as described in 81.988-2(b)(2)(iii)(B).

(ii) Net positive and negative adjustments--(A) Net

positive adjustnents. A net positive adjustnment, as referenced
in paragraph (b)(2)(ii) of this section, is translated into
t he taxpayer’s functional currency at the spot rate on the

| ast day of the taxable year in which the adjustnment is taken
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into account under 81.1275-4(b)(6), or, if earlier, the date
the instrument is disposed of or otherw se term nated.

(B) Net negative adjustnents. A net negative adjustnent is

treated and, where necessary, is translated fromthe
denom nation currency into the taxpayer’s functional currency
under the follow ng rules:

(1) The ampbunt of a net negative adjustnent determ ned in
t he denom nation currency that reduces the current year’s
interest in that currency shall first reduce the current
year’'s accrued but unpaid interest, and then shall reduce the
current year’s interest which was accrued and paid. No
translation is required.

(2) The amobunt of a net negative adjustnent treated as
ordinary income or |oss under 81.1275-4(b)(6)(iii)(B) first is
attributable to accrued but unpaid interest accrued in prior
t axabl e years. For this purpose, the net negative adjustnment
shall be treated as attributable to any unpaid interest
accrued in the immedi ately precedi ng taxable year, and
thereafter to unpaid interest accrued in each preceding
t axabl e year. The anmpunt of the net negative adjustnent
applied to accrued but unpaid interest is translated into
functional currency at the same rate used, in each of the

respective prior taxable years, to translate the accrued
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i nterest.

(3) Any amount of the net negative adjustnment remaining
after the application of paragraphs (b)(3)(ii)(B)(1) and (2)
of this section is attributable to interest accrued and paid
in prior taxable years. The anount of the net negative
adj ustment applied to such amounts is translated into
functional currency at the spot rate on the date the debt
instrunent was issued or, if later, acquired.

(4) Any amount of the net negative adjustment remaining
after application of paragraphs (b)(3)(ii)(B)(1), (2) and (3)
of this section is a negative adjustnent carryforward, within
the nmeaning of 81.1275-4(b)(6)(iii)(C). A negative adjustnent
carryforward is carried forward in the denom nation currency
and is applied to reduce interest accruals in subsequent
years. In the year in which the instrument is sold, exchanged
or retired, any negative adjustnent carryforward not applied
to interest reduces the holder’s anount realized on the
instrunent (in the denom nation currency). An issuer of a debt
i nstrunent described in paragraph (a)(1)(i) of this section
who takes into inconme a negative adjustnment carryforward (that
is not applied to interest) in the year the instrunent is
retired, as described in 81.1275-4(b)(6)(iii)(C), translates

such income into functional currency at the spot rate on the
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date the instrunment was issued.

(i1i) Adjusted basis--(A) In general. Except as otherw se

provided in this paragraph and paragraphs (b)(7) or (8) of
this section, a holder determ nes and mai ntains adjusted basis
by translating the denom nation currency anmounts determ ned
under 81.1275-4(b)(7)(iii) into functional currency as
fol | ows:

(1) The holder’s initial basis in the instrunment is
determ ned by translating the anount paid by the holder to
acquire the instrunent (in the denom nation currency) into
functional currency at the spot rate on the date the
instrunent was issued or, if later, acquired.

(2) An increase in basis attributable to interest accrued
on the instrunent is translated at the rate applicable to such
i nterest under paragraph (b)(3)(i) of this section.

(3) Any noncontingent paynment and the projected anount of
any contingent paynents determi ned in the denon nation
currency that decrease the holder’s basis in the instrunment
under 81.1275-4(b)(7)(iii) are translated as foll ows:

(L) The paynment first is attributable to the nost recently
accrued interest to which prior amounts have not already been
attributed. The paynent is translated into functional currency

at the rate at which the interest was accrued.

34



(ii) Any ampunt remaining after the application of
paragraph (b)(3)(iii)(A)(3)(L) of this section is attributable
to principal. Such anounts are translated into functional
currency at the spot rate on the date the instrunment was
i ssued or, if later, acquired.

(B) Exception for interest reduced by a negative adjustnent

carryforward. Solely for purposes of this 81.988-6, any

anounts of accrued interest inconme that are reduced as a
result of a negative adjustnment carryforward shall be treated
as principal and translated at the spot rate on the date the
i nstrunent was issued or, if later, acquired.

(iv) Anmpount realized--(A) lnstrunent held to maturity--(1)

In general. Wth respect to an instrunent held to maturity, a

hol der transl ates the anount realized by separating such
ampunt in the denom nation currency into the conponent parts
of interest and principal that make up adjusted basis prior to
transl ati on under paragraph (b)(3)(iii) of this section, and
transl ati ng each of those conponent parts of the anmount
realized at the sane rate used to translate the respective
conponent parts of basis under paragraph (b)(3)(iii) of this
section. The amount realized first shall be translated by
reference to the conmponent parts of basis consisting of

accrued interest during the taxpayer’s hol ding period as
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det erm ned under paragraph (b)(3)(iii) of this section and
ordering such amunts on a last in first out basis. Any
remai ni ng portion of the amount realized shall be transl ated
by reference to the rate used to translate the conponent of
basi s consisting of principal as determ ned under paragraph
(b)(3)(iii) of this section.

(2) Subsequent purchases at discount and fixed but deferred

contingent paynents. For purposes of this paragraph (b)(3)(iv)
of this section, any ampbunt which is required to be added to
adj usted basis under paragraph (b)(7) or (8) of this section
shall be treated as additional interest which was accrued on
the date the anount was added to adjusted basis. To the extent
i ncluded in amount realized, such ampbunts shall be translated
into functional currency at the sane rates at which they were
transl ated for purposes of determ ning adjusted basis. See
paragraphs (b)(7)(iv) and (b)(8) of this section for rules
governing the rates at which the anounts are translated for
pur poses of determ ning adjusted basis.

(B) Sale, exchange, or unscheduled retirenment--(1) Hol der.

In the case of a sale, exchange, or unschedul ed retirenent,
application of the rule stated in paragraph (b)(3)(iv)(A) of
this section shall be as follows. The holder’s anount realized

first shall be translated by reference to the principal
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conponent of basis as determ ned under paragraph (b)(3)(iii)
of this section, and then to the conponent of basis consisting
of accrued interest as determ ned under paragraph (b)(3)(iii)
of this section and ordering such anounts on a first in first
out basis. Any gain recognized by the holder (i.e., any excess
of the sale price over the holder’s basis, both expressed in

t he denom nation currency) is translated into functional
currency at the spot rate on the paynent date.

(2) lssuer. In the case of an unschedul ed retirenment of the
debt instrument, any excess of the adjusted issue price of the
debt instrument over the anmount paid by the issuer (expressed
in denom nation currency) shall first be attributable to
accrued unpaid interest, to the extent the accrued unpaid
i nterest had not been previously offset by a negative
adjustnment, on a last-in-first-out basis, and then to
principal. The accrued unpaid interest shall be transl ated
into functional currency at the rate at which the interest was
accrued. The principal shall be translated at the spot rate on
the date the debt instrument was issued.

(C) Effect of negative adjustnment carryforward with respect

to the issuer. Any anount of negative adjustment carryforward

treated as ordinary income under 81.1275-4(b)(6)(iii)(C) shal

be translated at the exchange rate on the day the debt
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instrunment was issued.

(4) Determi nation of gain or loss not attributable to

foreign currency. A holder of a debt instrunent described in

paragraph (a)(1)(i) of this section shall recognize gain or

| oss upon sal e, exchange, or retirenment of the instrument equal
to the difference between the anount realized with respect to
the instrunment, translated into functional currency as
described in paragraph (b)(3)(iv) of this section, and the

adj usted basis in the instrument, determ ned and maintained in
functional currency as described in paragraph (b)(3)(iii) of
this section. The anmount of any gain or |oss so determ ned is
characterized as provided in 81.1275-4(b)(8), and sourced as

provi ded in paragraph (b)(6) of this section.

(5) Determ nation of foreign currency gain or loss--(i) Ln
general. Other than in a taxable disposition of the debt
instrunment, foreign currency gain or loss is recognized with
respect to a debt instrunent described in paragraph (a)(1)(i)
of this section only when paynents are made or received. No
foreign currency gain or loss is recognized with respect to a
net positive or negative adjustnment, as determ ned under
paragraph (b)(2)(ii) of this section (except with respect to a
positive adjustnment described in paragraph (b)(8) of this

section). As described in this paragraph (b)(5), foreign
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currency gain or loss is determ ned in accordance with the
rul es of 81.988-2(b).

(ii) Foreign currency gain or loss attributable to accrued

interest. The amount of foreign currency gain or |oss
recogni zed with respect to paynments of interest previously
accrued on the instrunment is determ ned by translating the
amount of interest paid or received into functional currency at
the spot rate on the date of paynent and subtracting from such
ampunt the anmpunt determ ned by translating the interest paid
or received into functional currency at the rate at which such
i nterest was accrued under the rules of paragraph (b)(3)(i) of
this section. For purposes of this paragraph, the amount of any
payment that is treated as accrued interest shall be reduced by
t he amobunt of any net negative adjustnent treated as ordinary
| oss (to the holder) or ordinary income (to the issuer), as
provi ded in paragraph (b)(2)(ii) of this section. For purposes
of determ ni ng whet her the paynent consists of interest or
principal, see the paynment ordering rules in paragraph
(b)(5)(iv) of this section.

(it1i) Principal. The anpunt of foreign currency gain or |oss
recogni zed with respect to paynent or receipt of principal is
determ ned by translating the amount paid or received into

functional currency at the spot rate on the date of paynment or
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recei pt and subtracting from such anount the anount determ ned
by translating the principal into functional currency at the
spot rate on the date the instrument was issued or, in case of
the holder, if later, acquired. For purposes of determ ning
whet her the paynent consists of interest or principal, see the
payment ordering rules in paragraph (b)(5)(iv) of this section.

(iv) Paynent ordering rules--(A) In general. Except as

provided in paragraph (b)(5)(iv)(B) of this section, paynents
with respect to an instrunment described in paragraph (a)(1)(i)
of this section shall be treated as foll ows:

(1) A paynment shall first be attributable to any net
positive adjustnment on the instrument that has not previously
been taken into account.

(2) Any ampunt remaining after applying paragraph
(b)(5)(iv)(A) (1) of this section shall be attributable to
accrued but unpaid interest, remaining after reduction by any
net negative adjustnment, and shall be attributable to the nost
recent accrual period to the extent prior amounts have not
al ready been attributed to such peri od.

(3) Any anmount remaining after applying paragraphs
(b)(5)(iv)(A (1) and (2) of this section shall be attributable
to principal. Any interest paid in the current year that is

reduced by a net negative adjustnment shall be considered a
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payment of principal for purposes of determ ning foreign
currency gain or |oss.

(B) Special rule for sale or exchange or unschedul ed

retirenment. Paynments made or received upon a sale or exchange

or unschedul ed retirenment shall first be applied against the
principal of the debt instrument (or in the case of a
subsequent purchaser, the purchase price of the instrument in
denom nation currency) and then agai nst accrued unpaid interest
(in the case of a holder, accrued while the holder held the

i nstrunent).

(C) Subsequent purchaser that has a positive adjustnent

allocated to a daily portion of interest. A positive adjustnment

that is allocated to a daily portion of interest pursuant to
paragraph (b)(7)(iv) of this section shall be treated as

i nterest for purposes of applying the payment ordering rul e of
t hi s paragraph (b)(5)(iv).

(6) Source of gain or loss. The source of foreign currency

gain or |oss recognized with respect to an instrunment descri bed
in paragraph (a)(1)(i) of this section shall be determ ned
pursuant to 81.988-4. Consistent with the rules of 81.1275-
4(b)(8), all gain (other than foreign currency gain) on an

i nstrunent described in paragraph (a)(1)(i) of this section is

treated as interest inconme for all purposes. The source of an
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ordinary loss (other than foreign currency loss) with respect
to an instrunment described in paragraph (a)(1)(i) of this
section shall be determ ned pursuant to 81.1275-4(b)(9) (iv).
The source of a capital loss with respect to an instrunment
descri bed in paragraph (a)(1)(i) of this section shall be
determ ned pursuant to 81.865-1(b)(2).

(7) Basis different fromadjusted issue price--(i) Ln

general. The rules of 81.1275-4(b)(9)(i), except as set forth
in this paragraph (b)(7), shall apply to an instrunent

descri bed in paragraph (a)(1)(i) of this section purchased by a
subsequent hol der for nore or |less than the instrunment’s

adj usted issue price.

(i1) Determ nation of basis. If an instrument described in

paragraph (a)(1)(i) of this section is purchased by a
subsequent hol der, the subsequent holder’s initial basis in the
instrunent shall equal the anount paid by the holder to acquire
the instrunment, translated into functional currency at the spot
rate on the date of acquisition.

(iii) Purchase price greater than adjusted issue price. If

the purchase price of the instrunent (determned in the
denom nation currency) exceeds the adjusted issue price of the
instrunent, the holder shall, consistent with the rul es of

81.1275-4(b)(9)(i)(B), reasonably allocate such excess to the
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daily portions of interest accrued on the instrunment or to a
projected paynment on the instrument. To the extent attributable
to interest, the excess shall be reasonably allocated over the
remai ning termof the instrunent to the daily portions of

i nterest accrued and shall be a negative adjustnment on the
dates the daily portions accrue. On the date of such
adjustnent, the holder’s adjusted basis in the instrunment is
reduced by the ampbunt treated as a negative adjustnent under
this paragraph (b)(7)(iii), translated into functional currency
at the rate used to translate the interest which is offset by
the negative adjustnment. To the extent related to a projected
payment, such excess shall be treated as a negative adjustnment
on the date the paynent is made. On the date of such

adj ustment, the holder’s adjusted basis in the instrument is
reduced by the ampbunt treated as a negative adjustnent under
this paragraph (b)(7)(iii), translated into functional currency
at the spot rate on the date the instrument was acquired.

(iv) Purchase price |less than adjusted issue price. If the

purchase price of the instrument (determ ned in the

denom nation currency) is less than the adjusted issue price of
the instrunment, the holder shall, consistent with the rul es of
81.1275-4(b)(9)(i)(C), reasonably allocate the difference to

the daily portions of interest accrued on the instrunent or to



a projected paynment on the instrunent. To the extent
attributable to interest, the difference shall be reasonably
al l ocated over the remaining termof the instrunent to the
daily portions of interest accrued and shall be a positive
adjustnment on the dates the daily portions accrue. On the date
of such adjustnent, the holder’s adjusted basis in the
instrunent is increased by the anmount treated as a positive
adj ust mrent under this paragraph (b)(7)(iv), translated into
functional currency at the rate used to translate the interest
to which it relates. For purposes of determ ning adjusted basis
under paragraph (b)(3)(iii) of this section, such increase in
adj usted basis shall be treated as an additional accrual of
interest during the period to which the positive adjustnent
relates. To the extent related to a projected paynment, such
difference shall be treated as a positive adjustnment on the
date the paynent is made. On the date of such adjustnent, the
hol der’s adjusted basis in the instrunent is increased by the
anmpunt treated as a positive adjustnent under this paragraph
(b)(7)(iv), translated into functional currency at the spot
rate on the date the adjustnent is taken into account. For

pur poses of determ ning the amount realized on the instrunent
in functional currency under paragraph (b)(3)(iv) of this

section, amounts attributable to the excess of the adjusted



i ssue price of the instrunment over the purchase price of the
instrunent shall be translated into functional currency at the
same rate at which the corresponding adjustnments are taken into
account under this paragraph (b)(7)(iv) for purposes of

determ ning the adjusted basis of the instrunent.

(8) Eixed but deferred contingent paynents. In the case of

an instrunent with a contingent paynent that becones fixed as
to anount before the paynent is due, the rules of 81.1275-
4(b)(9)(ii) shall be applied in the denom nation currency of
the instrument. For this purpose, foreign currency gain or |oss
shall be recognized on the date paynent is nade or received
with respect to the instrunent under the principles of
paragraph (b)(5) of this section. Any increase or decrease in
basis required under 81.1275-4(b)(9)(ii)(D) shall be taken into
account at the same exchange rate as the correspondi ng net
positive or negative adjustnment is taken into account.

(c) Exanples. The provisions of paragraph (b) of this
section may be illustrated by the foll owi ng exanples. In each
exanpl e, assunme that the instrunment described is a debt
instrunent for federal income tax purposes. No inference is
i ntended, however, as to whether the instrument is a debt
instrunent for federal income tax purposes. The exanples are as

foll ows:
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Exanple 1. Treatnment of net positive adjustnent--(i) Facts.
On Decenber 31, 2004, Z, a calendar year U S. resident taxpayer
whose functional currency is the U S. dollar, purchases froma
foreign corporation, at original issue, a zero-coupon debt
instrument with a non-currency contingency for £1000. Al
paynments of principal and interest with respect to the
instrunent are denom nated in, or determ ned by reference to, a
si ngl e nonfunctional currency (the British pound). The debt
i nstrunment woul d be subject to 81.1275-4(b) if it were
denomi nated in dollars. The debt instrunment's conparabl e yield,
determined in British pounds under paragraph (b)(2)(i) of this
section and 81.1275-4(b), is 10 percent, conmpounded annually,
and the projected paynent schedule, as constructed under the
rules of 81.1275-4(b), provides for a single paynment of £1210
on Decenber 31, 2006 (consisting of a noncontingent paynment of
£975 and a projected paynment of £235). The debt instrunent is a
capital asset in the hands of Z Z does not elect to use the
spot-rate convention described in 81.988-2(b)(2)(iii)(B). The
paynment actually nade on Decenber 31, 2006, is £1300. The
rel evant pound/doll ar spot rates over the term of the
instrument are as foll ows:

Dat e Spot rate (pounds to dollars)
Dec. 31, 2004 £1.00=$%$ 1.00
Dec. 31, 2005 £1.00=% 1.10
Dec. 31, 2006 £1.00=%$ 1.20

Accrual period Aver age rate (pounds to dollars)

2005 £1.00=% 1.05
2006 £1.00=% 1.15

(i1) Treatnment in 2005--(A) Determ nation of accrued
interest. Under paragraph (b)(2)(i) of this section, and based
on the conparable yield, Z accrues £100 of interest on the debt
instrunent for 2005 (issue price of £1000 x 10 percent). Under
paragraph (b)(3)(i) of this section, Z translates the £100 at
t he average exchange rate for the accrual period ($1.05 x £100
= $105). Accordingly, Z has interest income in 2005 of $105.
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(B) Adjusted issue price and basis. Under paragraphs
(b)(2)(iti) and (iv) of this section, the adjusted issue price
of the debt instrunent determ ned in pounds and Z's adjusted
basis in dollars in the debt instrunent are increased by the
interest accrued in 2005. Thus, on January 1, 2006, the
adj usted issue price of the debt instrunment is £1100. For
pur poses of determining Z's dollar basis in the debt
instrunment, the $1000 basis ($1.00 x £1000 original cost basis)
is increased by the £100 of accrued interest, translated at the
rate at which interest was accrued for 2005. See paragraph
(b)(3)(iiti) of this section. Accordingly, Z's adjusted basis in
t he debt instrunent as of January 1, 2006, is $1105.

(i1ii) Treatnent in 2006--(A) Determ nation of accrued
interest. Under paragraph (b)(2)(i) of this section, and based
on the conparable yield, Z accrues £110 of interest on the debt
instrunment for 2006 (adjusted issue price of £1100 x 10
percent). Under paragraph (b)(3)(i) of this section, Z
translates the £110 at the average exchange rate for the
accrual period ($1.15 x £110 = $126.50). Accordingly, Z has
interest incone in 2006 of $126.50.

(B) Effect of net positive adjustment. The paynent actually
made on Decenber 31, 2006, is £1300, rather than the projected
£1210. Under paragraph (b)(2)(ii) of this section, Z has a net
positive adjustnment of £90 on Decenber 31, 2006, attributable
to the difference between the anount of the actual paynent and
t he amount of the projected paynent. Under paragraph
(b)(3)(i1)(A of this section, the £90 net positive adjustnent
is treated as additional interest inconme and is translated into
dollars at the spot rate on the |last day of the year ($1.20 x
£90 = $108). Accordingly, Z has a net positive adjustnment of
$108 resulting in a total interest inclusion for 2006 of
$234.50 ($126.50 + $108 = $234.50).

(C) Adjusted issue price and basis. Based on the projected
paynent schedul e, the adjusted issue price of the debt
instrunent immedi ately before the paynent at maturity is £1210
(£1100 plus £110 of accrued interest for 2006). Z' s adjusted
basis in dollars, based only on the noncontingent paynment and
t he projected anount of the contingent paynent to be received,
is $1231.50 ($1105 plus $126.50 of accrued interest for 2006).

(D) Anpunt realized. Even though Z receives £1300 at
maturity, for purposes of determ ning the amount realized, Z is
treated under paragraph (b)(2)(v) of this section as receiving
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t he projected anount of the contingent paynent on Decenber 31,
2006. Therefore, Z is treated as receiving £1210 on Decenber
31, 2006. Under paragraph (b)(3)(iv) of this section, Z
translates its amount realized into dollars and conputes its
gain or loss on the instrunent (other than foreign currency
gain or loss) by breaking the amunt realized into its
conponent parts. Accordingly, £100 of the £1210 (representing
the interest accrued in 2005) is translated at the rate at
which it was accrued (£1 = $1.05), resulting in an anmount
realized of $105; £110 of the £1210 (representing the interest
accrued in 2006) is translated into dollars at the rate at
which it was accrued (£1 = $1.15), resulting in an anount
realized of $126.50; and £1000 of the £1210 (representing a
return of principal) is translated into dollars at the spot
rate on the date the instrunment was purchased (£1 = $1),
resulting in an anount realized of $1000. Z' s total anopunt
realized is $1231.50, the sane as its basis, and Z recogni zes
no gain or |oss (before consideration of foreign currency gain
or loss) on retirenent of the instrunent.

(E) Foreign currency gain or loss. Under paragraph (b)(5) of
this section Z recognizes foreign currency gain under section
988 on the instrument with respect to the consideration
actually received at maturity (except for the net positive
adj ustnment), £1210. The anount of recognized foreign currency
gain is determ ned based on the difference between the spot
rate on the date the instrunent matures and the rates at which
the principal and interest were taken into account. Wth
respect to the portion of the paynment attributable to interest
accrued in 2005, the foreign currency gain is $15 [£100 x
($1.20 - $1.05)]. Wth respect to interest accrued in 2006, the
foreign currency gain equals $5.50 [£110 x ($1.20 - $1.15)].
Wth respect to principal, the foreign currency gain is $200
[ E1000 x ($1.20 - $1.00)]. Thus, Z recognizes a total foreign
currency gain on Decenber 31, 2006, of $220.50.

(F) Source. Z has interest inconme of $105 in 2005, interest
i ncome of $234.50 in 2006 (attributable to £110 of accrued
interest and the £90 net positive adjustnent), and a foreign
currency gain of $220.50 in 2006. Under paragraph (b)(6) of
this section and section 862(a)(1l), the interest inconme is
sourced by reference to the residence of the payor and is
therefore from sources without the United States. Under
paragraph (b)(6) of this section and 81.988-4, Z's foreign
currency gain of $220.50 is sourced by reference to Z's
residence and is therefore fromsources within the United
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St at es.

Exanple 2. Treatnent of net negative adjustnent--(i) Facts.
Assune the sanme facts as in Exanple 1, except that Z receives
£975 at maturity instead of £1300.

(i1) Treatnment in 2005. The treatnent of the debt instrunent
in 2005 is the sane as in Exanple 1. Thus, Z has interest
income in 2005 of $105. On January 1, 2006, the adjusted issue
price of the debt instrument is £1100, and Z's adjusted basis
in the instrument is $1105.

(i1i) Treatnent in 2006--(A) Determ nation of accrued
interest. Under paragraph (b)(2)(i) of this section and based
on the conparable yield, Z's accrued interest for 2006 is £110
(adjusted issue price of £1100 x 10 percent). Under paragraph
(b)(3)(i) of this section, the £110 of accrued interest is
translated at the average exchange rate for the accrual period
($1.15 x £110 = $126.50).

(B) Effect of net negative adjustment. The paynent actually
made on Decenber 31, 2006, is £975, rather than the projected
£1210. Under paragraph (b)(2)(ii) of this section, Z has a net
negati ve adjustment of £235 on Decenber 31, 2006, attri butable
to the difference between the anount of the actual paynment and
t he amount of the projected paynent. Z's accrued interest
income of £110 in 2006 is reduced to zero by the net negative
adj ust ment. Under paragraph (b)(3)(ii)(B)(1) of this section
the net negative adjustnment which reduces the current year’s
interest is not translated into functional currency. Under
paragraph (b)(2)(ii) of this section, Z treats the renmaining
£125 net negative adjustnent as an ordinary |loss to the extent
of the £100 previously accrued interest in 2005. This £100
ordinary loss is attributable to interest accrued but not paid
in the preceding year. Therefore, under paragraph
(b)(3)(ii1)(B)(2) of this section, Z translates the |loss into
dollars at the average rate for such year (£1 = $1.05).
Accordingly, Z has an ordinary |oss of $105 in 2006. The
remai ni ng £25 of net negative adjustnment is a negative
adj ust ment carryforward under paragraph (b)(2)(ii) of this
section.

(C) Adjusted issue price and basis. Based on the projected
payment schedul e, the adjusted issue price of the debt
instrunment imediately before the paynent at maturity is £1210
(£1100 plus £110 of accrued interest for 2006). Z's adjusted
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basis in dollars, based only on the noncontingent paynents and
the projected anount of the contingent paynents to be received,
is $1231.50 ($1105 plus $126.50 of accrued interest for 2006).

(D) Ampunt realized. Even though Z receives £975 at
maturity, for purposes of determ ning the amount realized, Z is
treat ed under paragraph (b)(2)(v) of this section as receiving
t he projected anount of the contingent paynent on Decenber 31,
2006, reduced by the amount of Z's negative adj ustnent
carryforward of £25. Therefore, Z is treated as receiving £1185
(£1210 - £25) on Decenber 31, 2006. Under paragraph (b)(3)(iv)
of this section, Z translates its amount realized into dollars
and conputes its gain or loss on the instrunent (other than
foreign currency gain or |oss) by breaking the amount realized
into its conponent parts. Accordingly, £100 of the £1185
(representing the interest accrued in 2005) is translated at
the rate at which it was accrued (£1 = $1.05), resulting in an
amount realized of $105; £110 of the £1185 (representing the
interest accrued in 2006) is translated into dollars at the
rate at which it was accrued (£1 = $1.15), resulting in an
anount realized of $126.50; and £975 of the £1185 (representing
a return of principal) is translated into dollars at the spot
rate on the date the instrunment was purchased (£1 = $1),
resulting in an anount realized of $975. Z's ampunt realized is
$1206.50 ($105 +%$126.50 + $975 = $1206.50), and Z recogni zes a
capital |oss (before consideration of foreign currency gain or
| oss) of $25 on retirement of the instrument ($1206.50 -
$1231.50 = -$25).

(E) Eoreign currency gain or loss. Z recognizes foreign
currency gain with respect to the consideration actually
received at maturity, £975. Under paragraph (b)(5)(ii) of this
section, no foreign currency gain or loss is recognized with
respect to unpaid accrued interest reduced to zero by the net
negative adjustment resulting in 2006. In addition, no foreign
currency gain or loss is recognized with respect to unpaid
accrued interest from 2005, also reduced to zero by the
ordinary |loss. Accordingly, Z recognizes foreign currency gain
with respect to principal only. Thus, Z recognizes a total
foreign currency gain on Decenmber 31, 2006, of $195 [£975 x
($1.20 - $1.00)].

(F) Source. In 2006, Z has an ordinary |oss of $105, a
capital |loss of $25, and a foreign currency gain of $195. Under
paragraph (b)(6) of this section and 81.1275-4(b)(9)(iv), the
$105 ordinary |l oss generally reduces Z's foreign source
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passi ve i ncone under section 904(d) and the regul ations

t hereunder. Under paragraph (b)(6) of this section and 81. 865-
1(b)(2), the $25 capital loss is sourced by reference to how
interest incone on the instrunent would have been sourced.
Therefore, the $25 capital |oss generally reduces Z's foreign
sour ce passive incone under section 904(d) and the regulations
t hereunder. Under paragraph (b)(6) of this section and 81.988-
4, Z's foreign currency gain of $195 is sourced by reference to
Z's residence and is therefore fromsources within the United
St at es.

Exanpl e 3. Negative adjustnment and periodic interest
paynents--(i) Facts. On Decenmber 31, 2004, Z, a cal endar year
U.S. resident taxpayer whose functional currency is the U S.
dol | ar, purchases from a foreign corporation, at original
i ssue, a two-year debt instrunment with a non-currency
contingency for £1000. All paynents of principal and interest
with respect to the instrunent are denom nated in, or
determ ned by reference to, a single nonfunctional currency
(the British pound). The debt instrument would be subject to
81.1275-4(b) if it were denom nated in dollars. The debt
instrument's conparable yield, determned in British pounds
under 881.988-2(b)(2) and 1.1275-4(b), is 10 percent,
conpounded sem annual |l y. The debt instrunent provides for
sem annual interest paynents of £30 payable each June 30, and
Decenmber 31, and a contingent paynent at maturity on Decenber
31, 2006, which is projected to equal £1086.20 (consisting of a
nonconti ngent paynent of £980 and a projected paynent of
£106.20) in addition to the interest payable at maturity. The
debt instrument is a capital asset in the hands of Z. Z does
not elect to use the spot-rate convention described in
81.988-2(b)(2)(iii)(B). The paynent actually nmade on Decenber
31, 2006, is £981.00. The rel evant pound/doll ar spot rates over
the termof the instrument are as foll ows:

Dat e Spot rate (pounds to dollars)
Dec. 31, 2004 £1.00=% 1.00
June 30, 2005 £1.00=% 1.20
Dec. 31, 2005 £1.00=% 1.40
June 30, 2006 £1.00=% 1.60
Dec. 31, 2006 £1.00=% 1.80
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Accrual period Aver age rate (pounds to dollars)

Jan. - June 2005 £1.00=% 1.10
July - Dec. 2005 £1.00=% 1.30
Jan. - June 2006 £1.00=% 1.50
July - Dec. 2006 £1.00=% 1.70

(ii) Treatment in 2005--(A) Determ nation of accrued
interest. Under paragraph (b)(2)(i) of this section, and based
on the conparable yield, Z accrues £50 of interest on the debt
instrunent for the January-June accrual period (issue price of
£1000 x 10 percent/2). Under paragraph (b)(3)(i) of this
section, Z translates the £50 at the average exchange rate for
the accrual period ($1.10 x £50 = $55.00). Simlarly, Z accrues
£51 of interest in the July-Decenber accrual period [(£1000 +
£50 - £30) x 10 percent/2], which is translated at the average
exchange rate for the accrual period ($1.30 x £51 = $66. 30).
Accordingly, Z accrues $121.30 of interest income in 2005.

(B) Adjusted issue price and basis--(1) January-June accrual
period. Under paragraphs (b)(2)(iii) and (iv) of this section,
the adjusted issue price of the debt instrument determ ned in
pounds and Z's adjusted basis in dollars in the debt instrunent
are increased by the interest accrued, and decreased by the
i nterest paynent nade, in the January-June accrual period.

Thus, on July 1, 2005, the adjusted issue price of the debt
instrunment is £1020 (£1000 + £50 - £30 = £1020). For purposes
of determning Z's dollar basis in the debt instrunent, the
$1000 basis is increased by the £50 of accrued interest,
transl at ed, under paragraph (b)(3)(iii) of this section, at the
rate at which interest was accrued for the January-June accrual
period ($1.10 x £50 = $55). The resulting anount is reduced by
the £30 paynment of interest made during the accrual period,
transl at ed, under paragraph (b)(3)(iii) of this section and
81.988-2(b)(7), at the rate applicable to accrued interest
($1.10 x £30 = $33). Accordingly, Z's adjusted basis as of July
1, 2005, is $1022 ($1000 + $55 - $33).

(2) July-Decenber accrual period. Under paragraphs
(b)(2)(iti) and (iv) of this section, the adjusted issue price
of the debt instrunent determ ned in pounds and Z's adjusted
basis in dollars in the debt instrunent are increased by the
i nterest accrued, and decreased by the interest paynent nade,
in the July-Decenber accrual period. Thus, on January 1, 2006,
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t he adjusted issue price of the instrunment is £1041 (£1020 +
£51 - £30 = £1041). For purposes of determning Z's dollar
basis in the debt instrunent, the $1022 basis is increased by
the £51 of accrued interest, translated, under paragraph
(b)(3)(iiti) of this section, at the rate at which interest was
accrued for the July-Decenmber accrual period ($1.30 x £51 =
$66.30). The resulting amount is reduced by the £30 paynment of
interest made during the accrual period, translated, under
paragraph (b)(3)(iii) of this section and 81.988-2(b)(7), at
the rate applicable to accrued interest ($1.30 x £30 = $39).
Accordingly, Z's adjusted basis as of January 1, 2006, is
$1049. 30 ($1022 + $66.30 - $39).

(C) Eoreign currency gain or loss. Zwll recognize foreign
currency gain on the recei pt of each £30 paynment of interest
actually received during 2005. The anount of foreign currency
gain in each case is determ ned, under paragraph (b)(5)(ii) of
this section, by reference to the difference between the spot
rate on the date the £30 paynent was nmade and the average
exchange rate for the accrual period during which the interest
accrued. Accordingly, Z recognizes $3 of foreign currency gain
on the January-June interest payment [£30 x ($1.20 - $1.10)],
and $3 of foreign currency gain on the July-Decenber interest
payment [£30 x ($1.40 - $1.30)]. Z recognizes in 2005 a tota
of $6 of foreign currency gain.

(D) Source. Z has interest income of $121.30 and a foreign
currency gain of $6. Under paragraph (b)(6) of this section and
section 862(a)(1), the interest incone is sourced by reference
to the residence of the payor and is therefore from sources
wi thout the United States. Under paragraph (b)(6) of this
section and 81.988-4, Z's foreign currency gain of $6 is
sourced by reference to Z's residence and is therefore from
sources within the United States.

(iii) Treatnent in 2006--(A) Determ nation of accrued
interest. Under paragraph (b)(2)(i) of this section, and based
on the conparable yield, Z's accrued interest for the January-
June accrual period is £52.05 (adjusted issue price of £1041 X
10 percent/2). Under paragraph (b)(3)(i) of this section, Z
translates the £52.05 at the average exchange rate for the
accrual period ($1.50 x £52.05 = $78.08). Simlarly, Z accrues
£53.15 of interest in the July-Decenber accrual period [(£1041
+ £52.05 - £30) x 10 percent/2], which is translated at the
average exchange rate for the accrual period ($1.70 x £53.15 =
$90. 35). Accordingly, Z accrues £105.20, or $168.43, of
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interest incone in 2006.

(B) Effect of net negative adjustnment. The paynent actually
made on Decenber 31, 2006, is £981.00, rather than the
projected £1086.20. Under paragraph (b)(2)(ii)(B) of this
section, Z has a net negative adjustnment of £105.20 on Decenber
31, 2006, attributable to the difference between the amount of
t he actual paynent and the anmount of the projected paynent. Z's
accrued interest inconme of £105.20 in 2006 is reduced to zero
by the net negative adjustnment. Elimnation of the 2006 accrued
interest fully utilizes the net negative adjustnent.

(C) Adjusted issue price and basis--(1) January-June accrual
period. Under paragraphs (b)(2)(iii) and (iv) of this section,
the adjusted issue price of the debt instrument determ ned in
pounds and Z's adjusted basis in dollars in the debt instrunment
are increased by the interest accrued, and decreased by the
i nterest paynent nmade, in the January-June accrual period.
Thus, on July 1, 2006, the adjusted issue price of the debt
instrunment is £1063.05 (£1041 + £52.05 - £30 = £1063.05). For
pur poses of determning Z' s dollar basis in the debt
instrunment, the $1049.30 adjusted basis is increased by the
£52. 05 of accrued interest, translated, under paragraph
(b)(3)(iiti) of this section, at the rate at which interest was
accrued for the January-June accrual period ($1.50 x £52.05 =
$78.08). The resulting amount is reduced by the £30 paynent of
i nterest made during the accrual period, translated, under
paragraph (b)(3)(iii) of this section and 81.988-2(b)(7), at
the rate applicable to accrued interest ($1.50 x £30 = $45).
Accordingly, Z's adjusted basis as of July 1, 2006, is $1082. 38
($1049.30 + $78.08 - $45).

(2) July-Decenber accrual period. Under paragraphs
(b)(2)(iti) and (iv) of this section, the adjusted issue price
of the debt instrunent determ ned in pounds and Z's adjusted
basis in dollars in the debt instrunent are increased by the
i nterest accrued, and decreased by the interest paynent nade,
in the July-Decenber accrual period. Thus, imediately before
maturity on Decenmber 31, 2006, the adjusted issue price of the
instrunent is £1086.20 (£1063.05 + £53.15 - £30 = £1086. 20).
For purposes of determning Z's dollar basis in the debt
instrunment, the $1082.38 adjusted basis is increased by the
£53. 15 of accrued interest, translated, under paragraph
(b)(3)(iiti) of this section, at the rate at which interest was
accrued for the July-Decenber accrual period ($1.70 x £53.15 =
$90.36). The resulting amount is reduced by the £30 paynent of
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interest made during the accrual period, translated, under
paragraph (b)(3)(iii) of this section and 81.988-2(b)(7), at
the rate applicable to accrued interest ($1.70 x £30 = $51).
Accordingly, Z's adjusted basis on Decenber 31, 2006,

i mediately prior to maturity is $1121.74 ($1082.38 + $90. 36 -
$51).

(D) Anpunt realized. Even though Z receives £981. 00 at
maturity, for purposes of determ ning the amount realized, Z is
treated under paragraph (b)(2)(v) of this section as receiving
t he projected anount of the contingent paynent on Decenber 31,
2006. Therefore, Z is treated as receiving £1086. 20 on Decemnber
31, 2006. Under paragraph (b)(3)(iv) of this section, Z
translates its amount realized into dollars and conputes its
gain or loss on the instrunment (other than foreign currency
gain or |loss) by breaking the amount realized into its
conponent parts. Accordingly, £20 of the £1086.20 (representing
the interest accrued in the January-June 2005 accrual peri od,
|l ess £30 interest paid) is translated into dollars at the rate
at which it was accrued (£1 = $1.10), resulting in an anount
realized of $22; £21 of the £1086.20 (representing the interest
accrued in the July-Decenber 2005 accrual period, less £30
interest paid) is translated into dollars at the rate at which
it was accrued (£1 = $1.30), resulting in an anount realized of
$27.30; £22.05 of the £1086.20 (representing the interest
accrued in the January-June 2006 accrual period, less £30
interest paid) is translated into dollars at the rate at which
it was accrued (£1 = $1.50), resulting in an anount realized of
$33.08; £23.15 of the £1086.20 (representing the interest
accrued in the July 1-Decenber 31, 2006 accrual period, |ess
the £30 interest paynent) is translated into dollars at the
rate at which it was accrued (£1 = $1.70), resulting in an
anount realized of $39.36; and £1000 (representing principal)
is translated into dollars at the spot rate on the date the
instrument was purchased (£1 = $1), resulting in an anount
realized of $1000. Accordingly, Z' s total anount realized is
$1121.74 ($22 + $27.30 + $33.08 + $39.36 + $1000), the sanme as
its basis, and Z recognizes no gain or |loss (before
consi deration of foreign currency gain or |loss) on retirenent
of the instrunent.

(E) Eoreign currency gain or loss. Z recognizes foreign
currency gain with respect to each £30 paynent actually
recei ved during 2006. These paynments, however, are treated as
paynents of principal for this purpose because all 2006 accrued
interest is reduced to zero by the net negative adjustnent. See
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paragraph (b)(5)(iv)(A)(3) of this section. The amount of
foreign currency gain in each case is determ ned, under
paragraph (b)(5)(iii) of this section, by reference to the

di fference between the spot rate on the date the £30 paynent is
made and the spot rate on the date the debt instrunment was

i ssued. Accordingly, Z recognizes $18 of foreign currency gain
on the January-June 2006 interest paynent [£30 x ($1.60 -
$1.00)], and $24 of foreign currency gain on the July-Decenber
2006 interest paynment [£30 x ($1.80 - $1.00)]. Z separately
recogni zes foreign currency gain with respect to the
consideration actually received at maturity, £981.00. The
amount of such gain is determ ned based on the difference

bet ween the spot rate on the date the instrument matures and
the rates at which the principal and interest were taken into
account. Wth respect to the portion of the paynment
attributable to interest accrued in January-June 2005 (ot her
than the £30 paynments), the foreign currency gain is $14 [£20 x
($1.80 - $1.10)]. Wth respect to the portion of the paynent
attributable to interest accrued in July-Decenber 2005 (other
than the £30 paynments), the foreign currency gain is $10.50
[E21 x ($1.80 - $1.30)]. Wth respect to the portion of the
paynment attributable to interest accrued in 2006 (other than
the £30 paynments), no foreign currency gain or loss is

recogni zed under paragraph (b)(5)(ii) of this section because
such interest was reduced to zero by the net negative
adjustnment. Wth respect to the portion of the paynent
attributable to principal, the foreign currency gain is $752
[£940 x ($1.80 - $1.00)]. Thus, Z recognizes a foreign currency
gain of $42 on receipt of the two £30 paynents in 2006, and
$776.50 ($14 + $10.50 + $752) on recei pt of the paynent at
maturity, for a total 2006 foreign currency gain of $818.50.

(F) Source. Under paragraph (b)(6) of this section and
8§1.988-4, Z's foreign currency gain of $818.50 is sourced by
reference to Z's residence and is therefore fromsources within
the United States.

Exanpl e 4. Purchase price greater than adjusted issue
price— (i) Facts. On July 1, 2005, Z, a cal endar year U.S.
resi dent taxpayer whose functional currency is the U.S. dollar,
purchases a debt instrunent with a non-currency contingency for
£1405. All paynments of principal and interest with respect to
the instrunment are denom nated in, or determ ned by reference
to, a single nonfunctional currency (the British pound). The
debt instrunment would be subject to 81.1275-4(b) if it were
denomi nated in dollars. The debt instrunment was originally
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i ssued by a foreign corporation on Decenber 31, 2003, for an

i ssue price of £1000, and matures on Decenber 31, 2006. The
debt instrument's conparable yield, determned in British
pounds under 881.988-2(b)(2) and 1.1275-4(b), is 10.25 percent,
conpounded sem annually, and the projected paynent schedul e for
the debt instrunment (determ ned as of the issue date under the
rules of 81.1275-4(b)) provides for a single paynent at
maturity of £1349.70 (consisting of a noncontingent paynent of
£1000 and a projected paynent of £349.70). At the tinme of the
purchase, the adjusted issue price of the debt instrunment is
£1161. 76, assum ng sem annual accrual periods ending on June 30
and Decenber 31 of each year. The increase in the value of the
debt instrunment over its adjusted issue price is due to an
increase in the expected amount of the contingent paynent. The
debt instrument is a capital asset in the hands of Z. Z does
not elect to use the spot-rate convention described in
81.988-2(b)(2)(iii)(B). The paynent actually made on Decenber
31, 2006, is £1400. The rel evant pound/doll ar spot rates over
the termof the instrument are as foll ows:

Dat e Spot rate (pounds to dollars)
July 1, 2005 £1.00=% 1.00
Dec. 31, 2006 £1.00=%$ 2.00

Accrual period Average rate (pounds to dollars)

July 1 - Decenber 31, 2005 £1.00=%$ 1.50
January 1 - June 30, 2006 £1.00=%$ 1.50
July 1 - Decenber 31, 2006 £1.00=% 1.50

(i1) Initial basis. Under paragraph (b)(7)(ii) of this
section, Z's initial basis in the debt instrument is $1405, Z's
purchase price of £1405, translated into functional currency at
the spot rate on the date the debt instrunent was purchased (£1
= $1).

(iii) Allocation of purchase price differential. Z purchased
t he debt instrument for £1405 when its adjusted issue price was
£1161. 76. Under paragraph (b)(7)(iii) of this section, Z
al l ocates the £243. 24 excess of purchase price over adjusted
issue price to the contingent paynent at maturity. This
allocation is reasonabl e because the excess is due to an
increase in the expected amount of the contingent paynent and
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not, for exanple, to a decrease in prevailing interest rates.

(iv) Treatnment in 2005--(A) Determ nation of accrued
interest. Under paragraph (b)(2)(i) of this section, and based
on the conparable yield, Z accrues £59.54 of interest on the
debt instrument for the July-Decenber 2005 accrual period
(i ssue price of £1161.76 x 10.25 percent/2). Under paragraph
(b)(3)(i) of this section, Z translates the £59.54 of interest
at the average exchange rate for the accrual period ($1.50 x
£59.54 = $89.31). Accordingly, Z has interest income in 2005 of
$89. 31.

(B) Adjusted issue price and basis. Under paragraphs
(b)(2)(iti) and (iv) of this section, the adjusted issue price
of the debt instrunent determ ned in pounds and Z's adjusted
basis in dollars in the debt instrunent are increased by the
interest accrued in July-Decenber 2005. Thus, on January 1,
2006, the adjusted issue price of the debt instrunment is
£1221.30 (£1161.76 + £59.54). For purposes of determning Z's
dol | ar basis in the debt instrunment on January 1, 2006, the
$1405 basis is increased by the £59.54 of accrued interest,
translated at the rate at which interest was accrued for the
Jul y- Decenber 2005 accrual period. Paragraph (b)(3)(iii) of
this section. Accordingly, Z's adjusted basis in the
instrument, as of January 1, 2006, is $1494.31 [$1405 + (£59.54
x $1.50)].

(v) Treatnment in 2006--(A) Determination of accrued
interest. Under paragraph (b)(2)(i) of this section, and based
on the conparable yield, Z accrues £62.59 of interest on the
debt instrument for the January-June 2006 accrual period (issue
price of £1221.30 x 10.25 percent/2). Under paragraph (b)(3)(i)
of this section, Z translates the £62.59 of accrued interest at
t he average exchange rate for the accrual period ($1.50 x
£62.59 = $93.89). Sinmlarly, Z accrues £65.80 of interest in
t he Jul y- Decenber 2006 accrual period [(£1221.30 + £62.59) x
10. 25 percent/ 2], which is translated at the average exchange
rate for the accrual period ($1.50 x £65.80 = $98.70).
Accordingly, Z accrues £128.39, or $192.59, of interest income
in 2006.

(B) Effect of positive and negative adjustnents--(1) O fset
of positive adjustment. The paynent actually made on Decenber
31, 2006, is £1400, rather than the projected £1349.70. Under
paragraph (b)(2)(ii) of this section, Z has a positive
adj ust mrent of £50.30 on Decenber 31, 2006, attributable to the
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di fference between the anount of the actual paynent and the
anount of the projected paynent. Under paragraph (b)(7)(iii) of
this section, however, Z also has a negative adjustnent of
£243. 24, attributable to the excess of Z's purchase price for
the debt instrument over its adjusted issue price. Accordingly,
Z will have a net negative adjustment of £192.94 (£50.30 -
£243.24 = -£192.94) for 2006.

(2) Ofset of accrued interest. Z's accrued interest incone
of £128.39 in 2006 is reduced to zero by the net negative
adj ustment. The net negative adjustnent which reduces the
current year’s interest is not translated into functional
currency. Under paragraph (b)(2)(ii) of this section, Z treats
the remai ning £64. 55 net negative adjustnment as an ordinary
loss to the extent of the £59.54 previously accrued interest in
2005. This £59.54 ordinary loss is attributable to interest
accrued but not paid in the preceding year. Therefore, under
paragraph (b)(3)(ii)(B)(2) of this section, Z translates the
|l oss into dollars at the average rate for such year (£1 =
$1.50). Accordingly, Z has an ordinary |loss of $89.31 in 2006.
The remaining £5 of net negative adjustnent is a negative
adj ustment carryforward under paragraph (b)(2)(ii) of this
section.

(C) Adjusted issue price and basis--(1) January-June accrual
period. Under paragraph (b)(2)(iii) of this section, the
adj usted issue price of the debt instrument on July 1, 2006, is
£1283.89 (£1221.30 + £62.59 = £1283.89). Under paragraphs
(b)(2)(iv) and (b)(3)(iii) of this section, Z' s adjusted basis
as of July 1, 2006, is $1588.20 ($1494.31 + $93. 89).

(2) July-Decenber accrual period. Based on the projected
paynent schedul e, the adjusted issue price of the debt
instrunent imedi ately before the paynment at maturity is
£1349.70 (£1283.89 + £65.80 accrued interest for July-
Decenber). Z's adjusted basis in dollars, based only on the
nonconti ngent paynents and the projected ambunt of the
contingent payments to be received, is $1686.90 ($1588.20 plus
$98. 70 of accrued interest for July-Decenber).

(3) Adjustnment to basis upon contingent paynent. Under
paragraph (b)(7)(iii) of this section, Z' s adjusted basis in
the debt instrunment is reduced at maturity by £243.24, the
excess of Z's purchase price for the debt instrument over its
adj usted issue price. For this purpose, the adjustnent is
translated into functional currency at the spot rate on the
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date the instrument was acquired (£1 = $1). Accordingly, Z's
adj usted basis in the debt instrument at maturity is $1443. 66
($1686.90 - $243.24).

(D) Anpunt realized. Even though Z receives £1400 at
maturity, for purposes of determ ning the amount realized, Z is
treat ed under paragraph (b)(2)(v) of this section as receiving
t he projected anount of the contingent paynent on Decenber 31,
2006, reduced by the amount of Z's negative adj ustnent
carryforward of £5.01. Therefore, Z is treated as receiving
£1344.69 (£1349.70 - £5.01) on Decenber 31, 2006. Under
paragraph (b)(3)(iv) of this section, Z translates its anpunt
realized into dollars and computes its gain or |loss on the
instrunent (other than foreign currency gain or loss) by
breaki ng the amount realized into its conponent parts.
Accordingly, £59.54 of the £1344.69 (representing the interest
accrued in 2005) is translated at the rate at which it was
accrued (£1 = $1.50), resulting in an amount realized of
$89.31; £62.59 of the £1344.69 (representing the interest
accrued in January-June 2006) is translated into dollars at the
rate at which it was accrued (£1 = $1.50), resulting in an
anmount realized of $93.89; £65.80 of the £1344.69 (representing
the interest accrued in July-Decenber 2006) is translated into
dollars at the rate at which it was accrued (£1 = $1.50),
resulting in an anount realized of $98.70; and £1156.76 of the
£1344.69 (representing a return of principal) is translated
into dollars at the spot rate on the date the instrunment was
purchased (£1 = $1), resulting in an anmount realized of
$1156.76. Z's anount realized is $1438.66 ($89.31 + $93.89 +
$98. 70 + $1156.76), and Z recogni zes a capital |oss (before
consi deration of foreign currency gain or |oss) of $5 on
retirement of the instrunment ($1438.66 - $1443.66 = -$5).

(E) Eoreign currency gain or loss. Z recognizes foreign
currency gain under section 988 on the instrument with respect
to the entire consideration actually received at maturity,
£1400. \VWhile foreign currency gain or loss ordinarily would not
have arisen with respect to £50.30 of the £1400, which was
initially treated as a positive adjustnent in 2006, the | arger
negative adjustment in 2006 reduced this positive adjustnent to
zero. Accordingly, foreign currency gain or loss is recogni zed
with respect to the entire £1400. Under paragraph (b)(5)(ii) of
this section, however, no foreign currency gain or loss is
recogni zed with respect to unpaid accrued interest reduced to
zero by the net negative adjustnent resulting in 2006, and no
foreign currency gain or loss is recognized with respect to
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unpai d accrued interest from 2005, also reduced to zero by the
ordinary |loss. Therefore, the entire £1400 is treated as a
return of principal for the purpose of determ ning foreign
currency gain or loss, and Z recognizes a total foreign
currency gain on Decenber 31, 2001, of $1400 [ £1400 x ($2.00 -
$1.00)].

(F) Source. Z has an ordinary |loss of $89.31, a capital | oss
of $5, and a foreign currency gain of $1400. Under paragraph
(b)(6) of this section and 81.1275-4(b)(9)(iv), the $89.31
ordinary | oss generally reduces Z's foreign source passive
i ncome under section 904(d) and the regul ati ons thereunder.
Under paragraph (b)(6) of this section and 81.865-1(b)(2), the
$5 capital loss is sourced by reference to how interest incone
on the instrument would have been sourced. Therefore, the $5
capital | oss generally reduces Z's foreign source passive
i ncone under section 904(d) and the regul ati ons thereunder.
Under paragraph (b)(6) of this section and 81.988-4, Z's
foreign currency gain of $1400 is sourced by reference to Z's
residence and is therefore fromsources within the United
St at es.

Exanple 5. Sale of an instrunment with a negative adjustnment
carryforward—- (i) Facts. On Decenmber 31, 2003, Z, a cal endar
year U. S. resident taxpayer whose functional currency is the
U.S. dollar, purchases at original issue a debt instrunment with
non-currency contingencies for £1000. All paynents of principal
and interest with respect to the instrunment are denom nated in,
or determ ned by reference to, a single nonfunctional currency
(the British pound). The debt instrument woul d be subject to
81.1275-4(b) if it were denom nated in dollars. The debt
instrunent's conparable yield, determned in British pounds
under 881.988-2(b)(2) and 1.1275-4(b), is 10 percent,
conpounded annual ly, and the projected paynment schedule for the
debt instrument provides for paynents of £310 on Decenmber 31,
2005 (consisting of a noncontingent paynent of £50 and a
proj ected amount of £260) and £990 on Decenber 31, 2006
(consisting of a noncontingent paynent of £940 and a projected
amount of £50). The debt instrument is a capital asset in the
hands of Z. Z does not elect to use the spot-rate convention
described in 81.988-2(b)(2)(iii)(B). The paynent actually nade
on Decenber 31, 2005, is £50. On Decenber 30, 2006, Z sells the
debt instrument for £940. The rel evant pound/doll ar spot rates
over the termof the instrunent are as follows:




Dat e Spot rate (pounds to dollars)

Dec. 31, 2003 £1.00=% 1.00
Dec. 31, 2005 £1.00=%$ 2.00
Dec. 30, 2006 £1.00=%$ 2.00

Accrual period Average rate (pounds to dollars)

January 1 - Decenber 31, 2004 £1.00=% 2.00
January 1 - Decenmber 31, 2005 £1. 00=$%$ 2.00
January 1 - December 31, 2006 £1.00=%$ 2.00

(ii) Treatment in 2004--(A) Determ nation of accrued
interest. Under paragraph (b)(2)(i) of this section, and based
on the conparable yield, Z accrues £100 of interest on the debt
instrunment for 2004 (issue price of £1000 x 10 percent). Under
paragraph (b)(3)(i) of this section, Z translates the £100 at
t he average exchange rate for the accrual period ($2.00 x £100
= $200). Accordingly, Z has interest incone in 2004 of $200.

(B) Adjusted issue price and basis. Under paragraphs
(b)(2)(iti) and (iv) of this section, the adjusted issue price
of the debt instrunent determ ned in pounds and Z's adjusted
basis in dollars in the debt instrunment are increased by the
interest accrued in 2004. Thus, on January 1, 2005, the
adj usted issue price of the debt instrument is £1100. For
pur poses of determning Z's dollar basis in the debt
instrunment, the $1000 basis ($1.00 x £1000 original cost basis)
is increased by the £100 of accrued interest, translated at the
rate at which interest was accrued for 2004. See paragraph
(b)(3)(iii) of this section. Accordingly, Z's adjusted basis in
t he debt instrument as of January 1, 2005, is $1200 ($1000 +
$200) .

(iii) Treatnent in 2005--(A) Determ nation of accrued
interest. Under paragraph (b)(2)(i) of this section, and based
on the conparable yield, Z's accrued interest for 2005 is £110
(adjusted issue price of £1100 x 10 percent). Under paragraph
(b)(3)(i) of this section, the £110 of accrued interest is
transl ated at the average exchange rate for the accrual period
($2.00 x £110 = $220).

(B) Effect of net negative adjustment. The paynent actually
made on Decenber 31, 2005, is £50, rather than the projected
£310. Under paragraph (b)(2)(ii) of this section, Z has a net
negati ve adjustnment of £260 on Decenber 31, 2005, attributable
to the difference between the anount of the actual paynent and




t he amount of the projected paynent. Z's accrued interest
income of £110 in 2005 is reduced to zero by the net negative
adj ust ment. Under paragraph (b)(3)(ii)(B)(1) of this section,
t he net negative adjustment which reduces the current year’s
interest is not translated into functional currency. Under
paragraph (b)(2)(ii) of this section, Z treats the renaining
£150 net negative adjustnment as an ordinary |loss to the extent
of the £100 previously accrued interest in 2004. This £100
ordinary loss is attributable to interest accrued but not paid
in the preceding year. Therefore, under paragraph
(b)(3)(i1)(B)(2) of this section, Z translates the |loss into
dollars at the average rate for such year (£1 = $2.00).
Accordingly, Z has an ordinary |oss of $200 in 2005. The
remai ni ng £50 of net negative adjustnent is a negative

adj ust ment carryforward under paragraph (b)(2)(ii) of this
section.

(C) Adjusted issue price and basis. Based on the projected
payment schedul e, the adjusted issue price of the debt
i nstrunent on January 1, 2006 is £900, i.e., the adjusted issue
price of the debt instrunment on January 1, 2005 (£1100),
increased by the interest accrued in 2005 (£110), and decreased
by the projected anount of the Decenber 31, 2005, paynent
(£310). See paragraph (b)(2)(iii) of this section. Z' s adjusted
basis in dollars, based only on the noncontingent paynents and
the projected anount of the contingent paynents to be received,
is $900 (determ ned as described below). Z's adjusted basis on
January 1, 2006 is Z' s adjusted basis on January 1, 2005
($1200), increased by the functional currency anount of
i nterest accrued in 2005 ($220), and decreased by the amunt of
t he paynments made in 2005, based solely on the projected
payment schedul e, (£310). The amount of the projected paynent
is first attributable to the interest accrued in 2005 (£110),
and then to the interest accrued in 2004 (£100), and the
remai ni ng anount to principal (£100). The interest conponent of
the projected paynent is translated into functional currency at
the rates at which it was accrued, and the principal conponent
of the projected paynment is translated into functional currency
at the spot rate on the date the instrunment was issued. See
paragraph (b)(3)(iii) of this section. Accordingly, Z's
adjusted basis in the debt instrunment, follow ng the increase
of adjusted basis for interest accrued in 2005 ($1200 + $220 =
$1420), is decreased by $520 ($220 + $200 + $100 = $520). Z's
adj usted basis on January 1, 2006 is therefore, $900.

(D) Eoreign currency gain or loss. Zwll recognize foreign
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currency gain on the receipt of the £50 paynent actually

recei ved on Decenmber 31, 2005. Based on paragraph (b)(5)(iv) of
this section, the £50 paynent is attributable to principal
since the accrued unpaid interest was conpletely elimnated by
the net negative adjustnment. The amount of foreign currency
gain is determ ned, under paragraph (b)(5)(iii) of this
section, by reference to the difference between the spot rate
on the date the £50 paynent was made and the spot rate on the
date the debt instrunment was issued. Accordingly, Z recognizes
$50 of foreign currency gain on the £50 paynent. [($2.00 -
$1.00) x £50 =$50]. Under paragraph (b)(6) of this section and
81.988-4, Z's foreign currency gain of $50 is sourced by
reference to Z's residence and is therefore fromsources within
the United States.

(iv) Treatnment in 2006--(A) Determ nation of accrued
interest. Under paragraph (b)(2)(i) of this section, and based
on the conparable yield, Z accrues £90 of interest on the debt
instrunent for 2004 (adjusted issue price of £900 x 10
percent). Under paragraph (b)(3)(i) of this section, Z
translates the £90 at the average exchange rate for the accrual
period ($2.00 x £90 = $180). Accordingly, prior to taking into
account the 2005 negative adjustnment carryforward, Z has
interest income in 2006 of $180.

(B) Effect of net negative adjustnent. The £50 negative
adj ustment carryforward from 2005 is a negative adjustnment for
2006. Since there are no other positive or negative
adjustnents, there is a £50 negative adjustnent in 2006 which
reduces Z's accrued interest inconme by £50. Accordingly, after
giving effect to the £50 negative adjustnent carryforward, Z
will accrue $80 of interest income. [(£90-£50) x $2.00 = $80]

(C) Adjusted issue price. Under paragraph (b)(2)(iii) of
this section, the adjusted issue price of the debt instrunent
determ ned in pounds is increased by the interest accrued in
2006 (prior to taking into account the negative adjustnment
carryforward). Thus, on Decenber 30, 2006, the adjusted issue
price of the debt instrunent is £990.

(D) Adjusted basis. For purposes of determning Z's doll ar
basis in the debt instrunent, Z's $900 adjusted basis on
January 1, 2006 is increased by the accrued interest,
translated at the rate at which interest was accrued for 2006.
See paragraph (b)(3)(iii)(A) of this section. Note, however,

t hat under paragraph (b)(3)(iii)(B) the amobunt of accrued
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interest which is reduced as a result of the negative

adj ustment carryforward, i.e., £50, is treated for purposes of
this section as principal, and is translated at the spot rate
on the date the instrunment was issued, i.e., £1.00 =$1.00.

Accordingly, Z's adjusted basis in the debt instrunment as of
Decenber 30, 2006, is $1030 ($900 + $50 + $80).

(E) Anpunt realized. Z's ampbunt realized in denom nation
currency is £940, i.e., the ampbunt of pounds Z received on the
sale of the debt instrument. Under paragraph (b)(3)(iv)(B)(1)
of this section, Z's amount realized is first translated by
reference to the principal conponent of basis (including the
ampunt which is treated as principal under paragraph
(b)(3)(iti)(B) of this section) and then the remini ng anount
realized, if any, is translated by reference to the accrued
unpai d i nterest conponent of adjusted basis. Thus, £900 of Z's
ampunt realized is translated by reference to the principal
conponent of adjusted basis. The remaining £40 of Z' s anpunt
realized is treated as principal under paragraph (b)(3)(iii)(B)
of this section, and is also is translated by reference to the
princi pal conponent of adjusted basis. Accordingly, Z s anount
realized in functional currency is $940. (No part of Z's anmpunt
realized is attributable to the interest accrued on the debt
instrument.) Z realizes a loss of $90 on the sale of the debt
instrument ($1030 basis - $940 amount realized). Under
paragraph (b)(4) of this section and 8 1.1275-4(b)(8), $80 of
the loss is characterized as ordinary |oss, and the remining
$10 of loss is characterized as capital |oss. Under 8§ 1.988-
6(b)(6) and 1.1275-4(b)(9)(iv) the $80 ordinary loss is treated
as a deduction that is definitely related to the interest
income accrued on the debt instrument. Simlarly, under 88§
1.988-6(b)(6) and 1.865-1(b)(2) the $10 capital loss is also
all ocated to the interest incone fromthe debt instrunment.

(F) Foreign currency gain or loss. Z recognizes foreign
currency gain with respect to the £940 he received on the sale
of the debt instrument. Under paragraph (b)(5)(iv) of this
section, the £940 Z received is attributable to principal (and
t he amount which is treated as principal under paragraph
(b)(3)(iiti)(B) of this section). Thus, Z recogni zes foreign
currency gain on Decenmber 31, 2006, of $940. [($2.00-%1.00) x
£940] . Under paragraph (b)(6) of this section and 81.988-4, Z's
foreign currency gain of $940 is sourced by reference to Z's
residence and is therefore fromsources within the United
St at es.
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(d) Multicurrency debt instrunents--(1) In general

Except as provided in this paragraph (d), a nulticurrency debt
i nstrunent described in paragraph (a)(1)(ii) or (iii) of this
section shall be treated as an instrunent described in
paragraph (a)(1)(i) of this section and shall be accounted for
under the rules of paragraph (b) of this section. Because
paynments on an instrunent described in paragraph (a)(1)(ii) or
(iii) of this section are denom nated in, or determ ned by
reference to, nore than one currency, the issuer and hol der or
hol ders of the instrument are required to determ ne the

denom nation currency of the instrunment under paragraph (d)(2)
of this section before applying the rules of paragraph (b) of
this section.

(2) Determ nation of denom nation currency. The denom nation

currency of an instrunment described in paragraph (a)(1)(ii) or
(ii1) of this section shall be the predom nant currency of the
instrunent. The predom nant currency of the instrunent shall be
determ ned by conparing the functional currency val ue of the
nonconti ngent and projected paynents denom nated in, or

determ ned by reference to, each currency on the issue date,

di scounted to present value (in each relevant currency), and
translated (if necessary) into functional currency at the spot

rate on the issue date. For this purpose, the applicable
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di scount rate may be determ ned using any nethod, consistently
applied, that reasonably reflects the instrunment's econom c
substance. If a taxpayer does not determ ne a discount rate
usi ng such a nethod, the Comm ssioner may choose a nethod for
determ ning the discount rate that does reflect the
instrunent's econom ¢ substance. The predom nant currency is
determ ned as of the issue date and does not change based on
subsequent events (e.g., changes in value of one or nore
currencies).

(3) lssuer/holder consistency. The issuer determ nes the

denom nati on currency under the rules of paragraph (d)(2) of
this section and provides this information to the hol ders of
the instrument in a manner consistent with the issuer

di scl osure rules of 81.1275-2(e). If the issuer does not
determ ne the denom nation currency of the instrunent, or if
the issuer’s determ nation is unreasonable, the holder of the
i nstrunment must determ ne the denom nation currency under the
rul es of paragraph (d)(2) of this section. A holder that
determ nes the denom nation currency itself nmust explicitly
di sclose this fact on a statenent attached to the holder’s
timely filed federal incone tax return for the taxable year

that includes the acquisition date of the instrunent.

(4) Treatnent of paynents in currencies other than the
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denom nation currency. For purposes of applying the rules of

par agraph (b) of this section to debt instrunents described in
paragraph (a)(1)(ii) or (iii) of this section, paynents not
denom nated in (or determ ned by reference to) the denom nation
currency shall be treated as non-currency-rel ated conti ngent
payments. Accordingly, if the denom nation currency of the
instrunent is determned to be the taxpayer’s functional
currency, the instrument shall be accounted for under 81.1275-
4(b) rather than this section.

(e) Lnstrunents issued for nonpublicly traded property--(1)

Applicability. This paragraph (e) applies to debt instrunents

i ssued for nonpublicly traded property that would be described
in paragraph (a)(1)(i), (ii), or (iii) of this section, but for
the fact that such instrunents are described in 81.1275-4(c) (1)
rather than 81.1275-4(b)(1). For exanple, this paragraph (e)
generally applies to a contingent debt instrument denom nat ed
in a nonfunctional currency that is issued for non-publicly
traded property. CGenerally the rules of 81.1275-4(c) apply
except as set forth by the rules of this paragraph (e).

(2) Separation into conponents. An instrunment described in

this paragraph (e) is not accounted for using the nonconti ngent
bond net hod of 81.1275-4(b) and paragraph (b) of this section.

Rat her, the instrunent is separated into its conponent
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paynments. Each noncontingent paynment or group of nonconti ngent
payments which is denonminated in a single currency shall be
consi dered a single conponent treated as a separate debt

i nstrunent denom nated in the currency of the paynment or group
of paynments. Each contingent paynment shall be treated
separately as provided in paragraph (e)(4) of this section.

(3) Treatnent of conponents consisting of one or nore

nonconti ngent paynents in the same currency. The issue price of

each conponent treated as a separate debt instrunment which
consi sts of one or nore noncontingent paynents is the sum of
the present values of the noncontingent paynments contained in
the separate instrunment. The present value of any nonconti ngent
paynment shall be determ ned under 81.1274-2(c)(2), and the test
rate shall be determ ned under 81.1274-4 with respect to the
currency in which each separate instrunent is considered

denom nated. No interest paynments on the separate debt
instrunent are qualified stated interest paynents (within the
meani ng of 81.1273-1(c)) and the de mnims rules of section
1273(a) (3) and 81.1273-1(d) do not apply to the separate debt
instrunent. Interest income or expense is translated, and
exchange gain or loss is recognized on the separate debt
instrument as provided in 81.988-2(b)(2), if the instrument is

denom nated in a nonfunctional currency.
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(4) Treatnment of conponents consisting of contingent

paynments--(i) General rule. A conmponent consisting of a
contingent paynent shall generally be treated in the manner
provided in 81.1275-4(c)(4). However, except as provided in
paragraph (e)(4)(ii) of this section, the test rate shall be
determ ned by reference to the U S. dollar unless the doll ar
does not reasonably reflect the econom c substance of the
contingent conponent. In such case, the test rate shall be
determ ned by reference to the currency which nost reasonably
reflects the econom ¢ substance of the contingent conmponent.
Any amount received in nonfunctional currency froma conponent
consisting of a contingent paynent shall be translated into
functional currency at the spot rate on the date of receipt.
Except in the case when the paynment beconmes fixed nore than six
mont hs before the paynent is due, no foreign currency gain or
| oss shall be recognized on a contingent paynent conponent.

(ii) Certain delayed contingent paynents--(A) Separate debt

instrunent relating to the fixed conponent. The rul es of

81.1275-4(c)(4)(iii) shall apply to a contingent conponent the
payment of which becomes fixed nmore than 6 nonths before the
paynent is due. For this purpose, the denom nation currency of
the separate debt instrunment relating to the fixed paynment

shall be the currency in which paynent is to be nade and the
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test rate for such separate debt instrunment shall be determ ned
in the currency of that instrument. If the separate debt
instrunent relating to the fixed paynent is denom nated in
nonfunctional currency, the rules of 81.988-2(b)(2) shall apply
to that instrunent for the period beginning on the date the
payment is fixed and endi ng on the paynent date.

(B) Contingent conponent. Wth respect to the contingent

conponent, the issue price considered to have been paid by the
i ssuer to the hol der under 81.1275-4(c)(4)(iii)(A) shall be
translated, if necessary, into the functional currency of the
i ssuer or holder at the spot rate on the date the paynent
beconmes fi xed.

(5) Basis different fromadjusted issue price. The rules of

81.1275-4(c)(5) shall apply to an instrunment subject to this
par agraph (e).

(6) Treatnment of a holder on sale, exchange, or retirenent.

The rules of 81.1275-4(c)(6) shall apply to an instrunent
subject to this paragraph (e).

(f) Rules for nonfunctional currency tax exenpt obligations

described in 81.1275-4(d). [ RESERVED]

(g) Effective date. This section shall apply to debt

instrunents issued 60 days or nore after the date fina

regul ati ons are published in the Federal Register.
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Par. 4. In 81.1275-4, paragraph (a)(2)(iv) is revised to
read as foll ows:

81.1275-4 Contingent payment debt instrunents.

(a)***
(2)***
(iv) A debt instrunent subject to section 988 (except as

provi ded in 8§1.988-6);

*k k%%

David A. Mader

Acting Deputy Conm ssioner of Internal Revenue.
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